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PUBLIC FINANCE 


Introduction 

€ 

Public finance deals wjth the finances of the public 
i.e. of th^ community as a whole under the institution 
of government. It deals with the incomes and expen¬ 
ditures of governments. - It * examines the economic, 
social and political effects not only of public expen¬ 
ditures but also of the various devices—taxes, borrowing 
or creation df new money, for providing the means for 
meeting those expenditures. It is a wide field of study. 
It involves a thorough understanding of the way in 
which the whole economy works, how production 
flows from and income flows through the private 
economy. Taxation and public expenditure are the two 
great powerful forces influencing and shaping the entire 
economy of society. • 

Phblic finance to-day has assumed great importance 
Sn»ng the social t sciences. In the l9th century 
public finance was dominated by ideas of the laiases-faire 
school. The function of the government should be 
the minimum and so public spending should be reduced 
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to the utmost possible limit and the tax structure should 
leave the pricing system and the relative distribution 
of social income undisturbed. All these assumptions 
are now out of date. t Public finance is now regarded 
as an instrument of social progress." The functions of 
the government axp increasing in every direction and 
the role of' the government is being constantly debated. 
Some would like the government to guarantee full 
employment and provide gene:al social security, while 
others wohld still prefer private enterprise to offer 
employment and control the economy. But through 
the pressing demands of social life, government is being 
forced to assume greater reponsibilities 'even to save 
Capitalism and allow private^ enterprise, to function. The 
enormous increase in public revenues a pd public 
spending is mainly a function of the widening scope 
of government activities. ' Governments must provide for 
the collective satisfaction of wants and secure, the 
necessary funds to carry out their purposes. 

Public finance is mainly divided into three sections 
of study —public expenditure, public income and public 
debts. Public debts are closely related to the other 
two; the receipts from public borrowings form part of 
public income, while payment of interest and the 
principal form part of public expenditure. 

. Public finance and Private finance 

It is said that a government adjusts its tax income 
to its desired- scale of expenditures wherdhs a prij^te 
individual adjusts his scale of* expenditure' tQ his 
income. The state because‘of the enormous power of 
t^kation and borrowing can raise its income to meet 
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an increased expenditure. Within limits an individual 
also can work harder to increase bis income. This 
distinction between public finance and private finance is 
therefore one of degree, not of kind 9 

In arfother respect there is a similarity between 
public • finance and private finance, just as an 
individual distributes his income among 'different items 
of' consumption in sucfi way as to derive equi-marginal 
returns, so the public income should be distributed 
among different items of public expenditure as to 
secure equimarginal jeturns. But it must be noted 
that £jpublic finance may be treated as a servant of 
policy^ • A government dominated by the labour party 
may vSpend more for the working class than is justified 
by the-l^w of equimarginal returns.* Individuals may 
die but the state* has a perpetual life and the merits 
of a particular expenditure rilust be judged not only 
by consideration of the present, but also by considera- 
fion of the future. 

Notice a£ain the difference between public finance 
and private bussiues/finance. The v magnitude and scope, 
of public expenditure far surpass* that reached by private 
individuals or corporation. A government may control 
the entire monetary and credit system and with, the 
vast financial powers at its command may seek to 
fight an inflation or a depression. It can compel citizens 
and corporation to pay taxes or buy bonds. 

Corporations have One specific objective viz. maximum 
* profits. Governments have one dominant objective, viz,/ 
promotion of social welfare. This explains why govern 
ments may start projects* which are not immediately 
productive or which are justified only in terms of 



4 


PUBLIC FINANCE 


• 

Social Welfare. Therefore, the necessity of a balance 
between the revenue and expenditure, is not so 
necessary for governments as for corporations. A 
government may afford to .'have a series of deficit budgets 
so that funds financed by deficit would flow’ into the 
economy and increase incomes of individuals. ' In this 
respect fiscal • policy has acquired an importance which 
was not assigned to it in the classical economic theory. 



CHAPTER I 


Public* Expenditure—Purpose ; glassification ; how to 
finance expenditure ; the limit of publi^ •expenditure ; 
control of public expenditure. 

Purpose of Public Expenditure 

Public expenditure permeates Ihe entire social fabric. 
It may in fact be regarded as the barometer of social 
progress. A government which spends so much of its 
revenueYor social services—old age pension, unemployment 
relief} social security, he^th services etc—is regarded 
as a highly progressive bne. A comparative study of 
the expenditures of different governments would make 
it clear that the prevailing economy is to a great extent 
determined by public expenditures. Public expenditure 
however, may have a variety of purposes and it is 
necessary to know what those purposes are :— 

. (1) financial purpose additional revenues to the 
government. 

(2) political purpose :—building up a powerful state. 

(3) military purpose :—war or conquest or defence. 

(4) economic purpose :—creating employment or 
stabilization of the national economy. 

(5) social purpose :—the education of the people. 

• 

Each item of expenditure must be judged by its 
purpose and it is necessary to know in each case how far 
that - purpose is being realized. 

• *- Classification of public expenditure 

There can be no particularly valid scheme of 
classification’ of public expenditure. Many attempts 



6 


PUBLIC FINANCE 


have been made but they are of little value. Nevertheless 
the classification of public expenditure is instructive 
because it throws light on the nature and the objective of 
government spending and also because such classification 
enables us • to judge the importance attached by 
governments to different items of‘expenditure. 

Public expenditure may be classified on the basis 
of time as ‘ordinary’ and ‘extra-ordinary’. The ‘ordinary’ 
expenditure such as on education, police, administration 
of justice etc, has a tendency- to recur in every budget 
while the ‘extra-ordinary’ expenditure such as ,on war, 
famine relief etc, has no such tendency. But this classifica¬ 
tion is not much accurate in fact. The' ‘extraordinary’ 
expenditure will have a tendency to ' be ‘ordinary’ if a 
sufficiently long time is taken into account. Moreover there 
is no uniformity in the interpretation of these budgetary 
terms. In pre-war Germany, for instance, by ‘extraordinary’ 
expenditure the German government meant capital 
expenditure only even if it was of a recurring character. 

Plehn classifies public expenditure according to the 
principle of benefit. Firstly, there is the expenditure 
which confers a common benefit on all e.g, education, 
defence etc. Secondly, there is the expenditure which 
confers a special benefit on certain classes of the people 
but which, nevertheless, should be regarded as a 
common benefit e.g, old age pensions, poor relief etc. 
Thirdly, there is the expenditure which confer^ a special - 
benefit on some people and a common benefit on the 
community in general e.g, administration of justice. 
Fourthly, there is the expenditure which confers a special 


benefit on a section of the community e.g, bounty to 
an industry. , 
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A popular classification is that usually drawn between 

‘productive’ and ‘unproductive-’ expenditure. From a 

narrow fyiancial point of view a productive expenditure 

should bring a net profit to the government. Thus the 

expenditure on the construction of a new railway should 

be regarded as productive* if it yields a surplus. But this is 

a wrong point of view. Most public expenditure must be 

• 

judged from a wide social point trf view. A government 
must offer so' many 'frje* services to the community 
even if financially such services are unproductive. 

Pigoir makes the distinction between non-transfer 
(real or exhaustive) expenditures and transfer expenditures.- 
The firs^ group of* expenditures may have exhaustive 
effects upon the resources of the community because such 
expenditures are ^ consumptive in character, ) although, 
as Pjgou points out, they are not necessarily wasteful 
or injurious. Thus the ^expenditures on army, navy etc.) 
are non-transfer expenditures. Transfer expenditures 
cause only a (transfer of resources) from one section of 
the people to another, as when tax-payers furnish funds 
for poor relief or interest on the national debt. The 
fundamental distinction between these two type§ of 
expenditure is that non - transfe r exp end itures do, but 
transfer expenditures do uot, give rise to social ^( money) 
income i, e, the money value” - of current output. This 
distinction is important as far as the effect on the 
social incoriie is concerned. 

Ap ingenious division of public income is made by 
Dalton into grants or subsidies and purchase prices. This 
is closely akin to that between transfer and non-transfer 
expenditure. .Thus payments by government of old age 
pensions, poor relief, subsidy to industries, are grants 
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while payments for the services of soldiers, judges and 
civil servants are purchase-prices. All grants of money are 
transfer expenditures and generally speaking, purchase 
prices represent non-transfer expenditures. 

There njay be a ‘functional’ classification of public 
expenditure based on a classification ol various functions 
actually performed by the government. Or, there may be 
a ‘departmental' classification based upon the expenditure 
of the administrative departments of govefnment. It is 
clear that there can be no one classification as the best 
for all purposes. The classification must vary Recording 
to particular conditions and problems. 


How to finance' expenditure 

There are three principal methods by which the 
government may obtain funds to meet its expenditure. 
Primarily there are three sources :—(1) taxes, (2) interest 
paying loans and (3) the issue of currency.. The differ¬ 
ences among these methods may* be explained by an 
example. Suppose a government requires to construct a 
number of aerodromes orjiospitals, or research laboratories, 
and it requires extra funds. The government most naturally 
would exercise its power of taxation and raise funds 
through taxes from the people. Leaving aside all consi¬ 
deration a,bout the varying effects of different forms of 
taxation, it is clear that the extra funds. raised, by the 
government would be used for paying land, "la bou r and 
capital and under conditions of full employment, 
this would mean the diversion of resources 
private consumption to collective consumption, jthe 

* i 

total purchasing power of the community remaining 
ufiaffected. 

• . m S 
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If the government gets the ex$ra fund by i ssuing paper 
currency, it makes an addition; Jo the total purchasing" 
power of.the community. In a full employment economy 
the spending of this extra money would cause some degree 
of inflation and in doing so, would raise wages, rents and 
prices. • 

Loan financing may not cause a curtailment of 
industrial consumption and diversion of resources to 
government use. t At tinjes of full employment, however, 
the result of such deficit financing is likely to be in¬ 
flationary because government has to offer higher prices. 
in order to win resources away. 

The Limit of Public Expenditure 

No correct opinion* is possible about the proper limit 
of public expenditure. One opinion is that public 
expenditure should be limited to some percentage of the 
national income but what that percentage should be, 
no body can say. Thei£ is no reliable test of what should 
be -the proper ratio of the publit expenditure to the 
national income. Moreover, no such ratio is an indication 
of the advantages or disadvantages of public spending^ in 
comparison with its costs. 

Should public expenditure, then, be limited by public 
income ? If not, what considerations should govern the 
total amount of public expenditure ? 

m # Public finance may in one sense be regarded as an 
-elaboration of private finance. In fact De Vite finds no 
essential difference between public economy and private 
economy.* He even goes so far as to say that the revenue- 
expenditure process in public finance is analogous to 


* Da Marco A. Da Vita : First principles of public flnantx. 
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the pricing process in a private economy. The funda¬ 
mental assumptions of this-principle may thus be indicated. 

In private finance the income determines the expenditure 
and it is sometimes said that the same principle should 
hold good in the sphere of public finance, just as the 
individual distributes his income among various items 
of consumption in such a way as to derive equi-marginal 
returns, the same marginal judgments should govern the 
distribution of public income among various items of 
public expenditure. 

But the above assumption is partly true atid cannot 
be applied in all cases. The income expenditure relation 
in public finance is not governed by the principles of 
private economy. It is far more £rue to say that public 
;j income is determined by public expenditure. The needs 
j of government are not steady and constant for all times. 
1 They are increasing and taking different forms in different 
times. ^To satisfy these needs the government may 
raise its revenue not, only by additional taxation or new 
taxation but also by loans and even by inflations Take 
the case of the U.K. during 1941-42. The increased needs 
of' war expenditure in that year were met by increasing 
production by 40%, reducing consumption through loans 
and taxes by 25%, reducing the provision for depreciation 
of domestic capital by 20% and by disinvestment or 
liquidation of British assets in foreign lands by 15%. * 

(^In fact the application of the law of equimarginal 
returns to public expenditure is prevented by the 
existence of sectional interests in the community. A 
government dominated by labour is likely to spend more 
for labourers than is justified by the law of equi-marginal 
Ifeturns. Thfc state has a perpetual life and the merits 
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of a particular expenditure must be judged not only by 
considerations of the present hut f also by considerations 
of the future. 

( - • • 

Public expenditure thus has an important relation to 

tne national dividend. The manner, the ptethod and 
the amount of public expedditure may raise or injure 
the national dividend.^- In- fact the transference of 
resources from the rich to the poor by tsfxing the 
rich heavily through income tax, super tax, death 
duties etc, and by distributing those resources over the 
poor by unemployment relief, old age pension, public 
works, free education etc, is an accepted budgetary policy 
of moderp govefnmfint. This rectifies, the inequality 
in the distribution or social wealth. 

In fact public finance should best be regarded as an 
engine, of social welfare. The volume of public expendi¬ 
ture should, therefore, be just so far as to secure the 
maximum social advantage. Public expenditure has 
important effects upon “production and distribution. And 
the amount of particular kinds of government expendi¬ 
ture should be determined with some reference to the 
burden involved in raisiug the money to finance theip. 
It must not have any adverse effect upon the saving and 
enterprise of the community. 

From the foregoing analysis we find that a good deal 
of difference exists between the individual and the 
government and consequently the expenditure of the 
government need not l>e limited by its income like that 
of an individual. The question then naturally arises— 

what should be the criterion which would determine the 

• 

total volume pf government expenditure ? From the 
mass of discussion on this point we may deduce that the 
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f expenditure of the government should be determined, in 
order to secure the maximum welfare of the society, with' 
[reference to production, distribution and consumption. 
But here again tjie question naturally arises, what should 
be the criterion which would determine the highest 
welfare of the community ?' In the first place we may 
point out that it is necessary to consider the^effect of the 
government expenditure ou the total money income of 
the community/ In other -gords, if the government 
expenditure tends to increase the money income of the 
community, then we can say that it is in general justified. 
But if, on the other hand, the government spends a large. 
amount in e.g 9 decorating the governor's house, then 
undoubtedly, the community is in 'no way benefited and 
such expenditure is thus not‘based on the principle of 
highest social welfare. Besides, every increase in the 
money income of the community is not necessarily 
beneficial. It is specially necessary to consider the 
rate of increase of the money •income and its relation to 
the increase in employment and production. For too 
rapid a rate of increase of the money income would 
result in inflation which is clearly undesirable. 

Thus the considerations which ought to determine the 
total volume of government expenditure relate to the 
effect of such expenditure on the volume of the money 
income of the community and on its distribution, special 
attention being directed to the rate of change of the 

• I 

money income in order that any tendency towards inflation 
or deflation might not set in. It is hardly necessary, 
to point out that increased government expenditures may, 
through its effects on the community’s money income 
apd its taxable capacity, result in an increase of the 
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government's ordinary revenue, so that sijch expenditure 
may ultimately finance itself, even though at the time 

■when it is made, it exceeds the government’s ordinary 

• — 

revenue. 

Control of public expenditure 

The organization of government must *be such as 
to make possible care and justice in public expenditure. 
In other words, proper control is necessary ,to assure 
wisdom and economy in public expenditure. ‘Control’ 
does not always • mean 'Curtailment'. It means that 
public spending must be rationally justified in terms of 
the total welfare of society and in terms of the 
financial resources at the ':ands of the government. 
Many factors may influence a government in reaching 
decisions as to which expenditures should be stopped, 
increased or curtailed. There will always be a tendency 
towards extravagance or waste in public spending. 
Hence the utmost economy is desirable. Economy in 
government means that public spending should be 
more. productive of national wealth»or satisfactions than 
private spending. Moroever, the government should 
distribute its resources among different public functions 
in such a way as to secure the greatest return 
measured against objectives. The Truman administra¬ 
tion of 1949 in the U. S A. was suspected by American 
public opinion as extravagant. The report of the 
Hoover committee showed how the government could 
save $2000 million just by more efficient operation 
and reforms. 

Local governments are sometime* subject to tax rate 
limitation imposed upon them by the constitution. In 
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some America^ states there is a specific rate of 

property taxation, such as 2% of property valuation. 

The Calcutta Corporation cannot collect more than 19J% 

tax on the annual rental value of lands and buildings. 

Thfe tax rate limitation cannot by itself albne be an 

effective check upon public expenditure. Simultaneously 

there should be a debt limit< The idea is to allow 

— • • 

expenditures to outrun the revenue only to a limited 
extent by fixing the maximum amount of debt which 
may be incurred. In emergencies the public authorities 
should not be fettered \frith such constitutional 
limitations. Borrowing is a perfectly legitimate weapon 
at the hands of the government. 

The control of public* expenditure* requires a proper 
financial planning , an adequate system of'accounting, 
auditing and reporting, efficiency *of officials and employees, 
the elimination of -waste, inefficiency and corruption in 
the departments and lastly, the willing co-operation of 
the people. 

The budget contains a comprehensive record and 
programme of expenditures and revenues. The 
preparation of the budget is an elaborate and difficult 
process. The annual Appropriation Act and Finance 
Act in Britain are the joint products of the Treasury, 
the Cabinet and the Parliament. The proposals embodied 
in the budget are discussed, scrutinised and then 
approved by the. Parliament. The financial plan is 
shaped in the debates of the Committees of Supply and 
Ways and Means. The Treasury takes minute care over 
the preparation of the., Estimates and disalldws any 
departure from the expenditure plan without specific 
sanction. The check on expenditure also comes from 
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the Departments of Exchequer and Audit presided over 
by the Comptroller and Auditor Generali 

The problem of expenditure control is partly a 
psychological problem. If expenditures are wasteful 
"and high • the people would have to pay higher taxes. 
People should be made tax conscious and should develop 
a habit of continually scrutinising public spending. If 
public services cost more than they are worth to the 
community, it is the duty of the people to convey this 
fact to the government and seek remedy. 



CHAPTER H 


Tendencies in Public Expenditure—Are governments 
getting socialistic ?, The cost of social services—how far 
justified y Public expenditure and the national income. 
The effects of public expenditure—on production, ■ on 
distribution. Public expenditure to promote employment. 
Compensatory spending. Public works. 

Tendencies in Public Expenditure* s— Are Govern¬ 
ments getting socialistic ? 

There is today a growi£g tendency, towards both an 
intensive as well as an extensive increase in the functions 
of the government. Olg functions are being expanded 
and new functions are being undertaken. The laissez- 
faire state of the l9th century has definitely • giyen 
way to the welfare state of the 20th century. Wagner's 
well known law is illuminating. 

“Comparison of the past and present situation of 
different countries shows that among progressive peoples, 
with which we are alone concerned, an increase 
regularly takes place in the activity of both the central 
and local governments. This increase is both extensive 
and intensive; the central and local governments 
constantly undertake new functions ; while performing 
both old and new functions more efficiently and 

f • | 

completely* • • -Public economic. activities increase at 
the expense of private economic activities and the 
collectivist character of the whole national economy be¬ 
comes, in consequence, more pronounced.” 




TENDENCIES IN PUBLIC EXPENDITURE 17 

In the sphere of public finance this has meant a 
vast scale of public expenditure not only to satisfy 
the basic needs of society but. to secure opportunities 
to the Iqwest income classes. In the U. S. A. the .total 
public expenditure in 1900 was $621, 395, 005 ; in 1986 
it went up to $9, 165, 413^ 609. In 1931 FranCe budgeted 
an Expenditure from the national treasury of 62 billion 
francs, a sum 14 times that -of her annual expenditure 
on the average before the World War I. Ih 1929—30 
British public expenditure totalled £830,000,000 over 
from times those of annual average before the War 
of 1914. 

What factors have been^responsible for this amazing 
growth of public expenditure ? Comparisons as between 
one nation and another reveal certain outstanding 
factors in public expenditure. 

Firstly, the large part played by the expenditure on 
defence i.e., on armaments and war must be noted. The 
money cost ‘of war includes taxes raised for war 
purposes and the v interest and payments on war debts. 
These payments are due to the current and regular 
costs of armaments and of maintaining armies and 
navies and also to cost of pensions and postwar cgre 
of soldiers. The costs of war reach to many genera¬ 
tions. War destroys capital and because of that 
generations following the war have to mefct malad¬ 
justments that cost heavily. 

•'Secondly, reconstruction and other relief costs are 
mounting in almost afl countries. Government provides 
relief work and moneys for* the unemployed in times 
of industrial depressions. In U. S. A. President 
, Hoover’s Organization on Unemployment Relief in its 

2 
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report on December 22, 1931 said, “unemployment should, 
as far as possible, be met by private resources marshalled 
locally. In the long run - the real problem of unemploy¬ 
ment must be met by private business initiative if it 
is to be permanent. The problem of unemployment 
cannot be solved by any magif of appropriations from 
the public treasury. Under our political system 
government is not nor should it be the general employer 
of labour. There are times when private enterprise 
fails ; in such periods society must assure the care of 
those who are unable to help themselves and their 
children ; the primary obligation is upon the local political 
division where such condition* exist." . 

During President Roosevelt's administration the federal 
Government fully co-operated with the states and local 
communities with regarcf to financing emergency relief. 
Such expenditures should try to set industries on their feet, 
plan opportunities for employment and secure the 
unemployed jobs. 

Thirdly, the debt service takes a large share of the 
expenditures of great national Governments. The annual 
interest on the national debt takes away a part of 
the annual revenue which might have been utilised for 
social and economic developments. It is true that 
internal payments on public debt are subject to taxation 
but nevertheless it is a form of public expenditure. 

Fourthly, the period of national insolvencies which 
follows world war involves much public expenditure by 
Governments to place the national economy on a ;firmer 
basis. Even postwar international aid is organized to 
make an intelligent and effective use of resources among 
war-torn countries. 
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Fifthly, social services including education, health, 
care of the blind and deaf, olcT age pensions etc, are 
a regular .feature of modern budgets. 

Sixthly, the socialistic bias of modem *governments 
as revealed by the - policy of nationalisation, of banks, 
mines, industries, transport • etc, is an important factor 
in the increased public expenditure. As social action 
expands, public expenditure * increases. A significant 
development is the entrance of the Government in 
the power field. * The Tennessee Valley • project of the 
U.S.A. is g successful proof of state enterprise on this line. 

The expansion of Government activity has a competitive 
and non-competitive* characftr. The T.V.A. possesses 
aspects of obvious ^competition with private industry. 
At the same time many public projects have a non-compe- 
• titive character. 

.Most Governments through the process of controlling 
capitalism arc consciously or unconsciously getting 
socialistic. The state has proved a better judge of both 
general and individual interests ^han the individual. 
The system of unrestricted competition under private 
enterprise has led to the ravages of business cycles 
causing periodical depression and unemployment. It is 
considered to be a duty of the modern Government to 
secure jobs to the unemployed and to enforce antimonopo¬ 
ly laws in the interest of consumers. The promotion of 
a higher standard of social living is now an objective of 
public finance. Hence progressive taxes by the well-to- 
do classes provide for social welfare services whose 
benefit mainly accrues to low income groups. Death 
duties, personal and corporate income taxes etc, tend 
to reduce the inequality in the distribution of income. 
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Not that all (Governments are actually socialising the 
economy, but there is a distinct bias towards a planned 
economy in order to elifninate waste and unemployment. 

The 19th century had a strong belief that private 
enterprise, attended by a little charity in * the form of 
poor relief, was guarantee enough of social and distri¬ 
butive justice. The collective conscience of the community 
gradually ( grew up, until • after world war I the state 
intervened with national insurance against unemploy¬ 
ment for the registered worker. The “dole" was an 
advance in recognition of the state’s responsibility for 
all its members. The Beveridge plan in Britain proposes 

that the state shall guarantee all against anxiety and 

• 

want and suffering. In otherw.ords, a vast state 
insurance scheme is proposed, covering everyone. This 
plan though partially set in operation has absorbed and 
transcended the social services in Britain. The Beveridge 
plan is concerned with unemployment, sickness, mater¬ 
nity, the weakness of childhood and old age. This 
would cost some £500,000,000 a year on top of the £300, 
000,000 usually spent on social services. The Beveridge 
plan regards the reorganization of social security as a 
sthte necessity. The state must accept the obligation 
and so order arrangements that the money is found 
as a regular charge on the national income. It is the 
greatest step towards state socialism yet proposed. 

The cost of Social Services—How far justified ? • 

The welfare expenditures of Government dause a 
transfer of purchasing power to the needy or worthy 
without regard to their providing any service in return eg, 
payments made to old people, widows and the unemployed. 
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The economist would justify such services to the extent 
that they add to the efficiency of the recipient. The 
expenditure on education and 'public health increases 
the mental and physical equipment of the pegple. 
Similarly the expenditure on the unemployed means ‘that 
physical standards of the people are kept unimpaired. 
The Balfour committee vliirti included eminent industria¬ 
lists asserted in 1929 that “from our point of view the 
most important consideration is not the direct money cost 
of social service, but their effects on industrial efficiency. 
At present Great Britain occupies a unique position in 
this matter. In no other great commercial country, so 
far as -we are aware, is there anything approaching the. 
same public expenditure on safeguarding the standard 

f * 

of life of the working population and protecting them 

from the consequence^ of the .various risks of life and 

industry. The primary effect is to improve materially 
# 

the well-being of the industrial population in ways in 
which such improvement could not have been achieved 
by individual effort except at enormously greater cost. 
The sense of security and the relief from suffering thus 
obtained is a national and personal asset of the highest 
value, which is often neglected in making comparisons 
of British wages and conditions of labour with those 
obtaining in other countries." 

Broadly speaking, the economic effects on the beneficiary 
largely depend on the nature of the public service. If the 
hsaeficiary as a result of such services finds it to his 
advantage to limit his Efforts and curtail his output, the 
results will be harmful. Again, the form which the 
service takes should also be considered. Cash payments 
would leave recipients free to make their own spending. 
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But they may or may not make the most proper use of the 
money received. Social services do not normally add to 
the money income of tie beneficiary. Moreover, such 
continuous assistance in kind might have a_ prejudicial 
effect on the recipient’s will to work. Henfce public 
expenditure on social service should not ignore the fact 
that indirectly they might encourage idleness and thrift¬ 
lessness and thereby injure the national dividend. 

Public Expenditure and the National,Income 

Roughly a modern goverijmefit takes ' away about one 
third of the whole national income as revenue. Most 
naturally, therefore, the policy of public expenditure is an 
important determinant of the £ level of aational income. The 
government is in'a position to influence the flow of incomes 
and thus the size of the national income from time to time. 

The government may increase total social expenditure 
for consumption or for investment merely through its 
expenditures. Government may distribute, relief funds 
to individuals who spend them for personal consumption ; 
or, government may 'itself purchase consumer's goods 
for relief distribution. At the same time government 
may invest in capital goods such as highways or public 
buildings, etc. In what ways, then, can public expendi¬ 
ture increase national income f 

Government gets its funds from one or more of the 
following sources: (l) current income, (2) hoards and 
(3) new money. Suppose the government gets its funds 
from current income by taxation: Would that cause a 
net increase in social expenditures on consumption or 
investment ? The answer depends upon what the original 
income-earners would have done with their income. If 
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they’ would have hoarded it, then the transfer of this 
fund to the government through taxation and the 
spending of that fund by the.^government would in all 
probability increase the national income. If, on, the 
other hand, the original income earn^s would have ‘spent 
the income for consumption or investment, then govern¬ 
ment expenditure of thaf amount may not have any effect 
upon the national income. . 

Financing public expenditure by public money does 
not normally'encroach upon funds for private expenditure. 

When full employment is approached governmentshould 
try to secure an excess of income over expenditure. And 
when national income is low or falling, government should 
try to secure an access of expenditures over revenue. The 
greater the spendiflg, the larger within limits is the out¬ 
put of goods and services. The over-aU effect of an addi¬ 
tional expenditure upon the level of national income depends 
Primarily upon peoples willingness to re-spend income. 
In other woals, we must either increase the propensity to 
consume or increase investment. We should try to 
increase both. But how can we bring about such increases ? 
Private investment is made difficult by businessmen's 
anticipations of profit or loss and by the atomistic nature 
of our economy. Private decisions by individual business¬ 
men cannot guarantee prosperity to our economy. Hence 
public investment which is obviously under social control 
is desirable to bring about an expansion of the national 
•income. 

The Effects of Public Expenditure 

In trying to understand the effects of public expen¬ 
diture it is necessary to distinguish between immediate 



24 


PUBLIC FINANCE 


and remote effects of public expenditure. These two 
effects may be quite dissimilar. The immediate 
effects of expenditures ,on armaments may be security 
against foreign attack, while the ultimate effect may 
be a war. The immediate effect of a subsidy to indus¬ 
tries may be to create employment for the unemployed 
while the ultimate effect may W to lessen employment 
by hampering the specialisatiofTof labour. 

Public expenditure and Production 

• 

No productive enterprise in ft* moderh community is 
possible without the security of life and property 
offered by the government. Even in abnormal times 
like a business depression government help is invoked 
in the form of credit facilities, stabilisation of production 
and marketing, lessening the tax burden on industries 
and along other lines. 

Dalton studies the effects of public expenditure do 
pro ducti on by considering successively (i). effects upon 
ability to work and save, (2) effects upon desire to 
work and save, and (3) effects of diversions of economic 
resources as between different employments and 

* a ¥ » 

localities. 

^ l jPublic expenditure by increasing a man's efficiency 
will increase his ability to work e.g. educational and 
medical services, f* 'There are some forms of public 
expenditure whose very expectation may injure the 
desire to work or save e.g. an unconditional grant 
to all who are unemployed. But the prospect of 
a conditional grant e.g. in sickness or involuntary 
unemployment will not decrease present desire to work. 
Again, the expectation of a grant which increases 
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■with the future effort of the recipient such as a 
bounty on his earnings or savings would, unless a 
demand for income was very • .inelastic, increase his 
desire to york or save. „• 

.$• Public expenditure has important effect on the 
diversion of economic resources betweerf different 
employmen ts. subsidies to particular industries 

may be beneficial to production. Such diversions may 
promote the production of particular consunfable com¬ 
modities or services, gr may take the form of a 
diversion of resources from‘provision for the present 
to provision for the future^ and thus to''the building 
up of future productive j>ower.\iPfiere is a large 
field of socially desirable public expenditure which 
increases productive jaower more than it would be 
| increased by private expenditu ft. Thus the construc¬ 
tion of railways in a new region which might yield 
go#3 returns in the long run .but not in the imprt- 
diate future, would not attract private investor^ ^Again, 
public expenditures on education and training, public 
health etc, are likely to increase the productive power 
of the community. 

• Inversions through public expenditure of economic 
resources as between different loca lities will sometimes 
increase productive power. Thus grants made to local 
bodies in distressed areas for education and public 
health will enable the government to make a better 
prevision for those services. 

Public expenditure thus creates conditions under which, 
the productive activity of thtf community may flourish. I 
Occasionally public expenditure may add directly to the 
aggregate of wealth produced. Government enterprises, 
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irrigation, reafforestation and reclamation projects are 
obvious examples. 

It must be remembered, however, that even state’ 
^ptivity is subject to the law of diminishing returns. 
*There is a limit beyond which public expenditure may be 
clearly unproductive. Moreover direct state production 
may come into competitioh with private production. 
If government enterprise fails to conform to the 
standards* of private business or fails to supply goods 
and services at the same or lower prices than private 
concerns, then it is a case of unproductive public 
expenditure both in the immediate as well„ as in the 
ultimate sense. 


Public expenditure and 

any analysis of ..the effects of public expenditure 
on distribution, account must be taken of the fact thatf 
about one-half of public expenditure goes to provide 
bpfiefits which are communal and hence indivisible, 
ft is not possible, for instance, to divide the benefits 
of defence, police,* justice etc. between higher income 
groups and lower income groups. The benefits of the 
qther half of public expenditure can, however, be divided 


distribution 


betwi 

\yit 
is 

I th 


betyeen income classes. 

In Dalton’s words, that system of public expenditure 
is the best from the standpoint of distribution which has 
e strongest ten dency to reduce inequality of income. 

A grant from the government to private individuals 
ma y be regressive, proportional 6r progressive. /A grant 
is progressive if, the smaller the recipient’s*income, 
the larger the proportionate addition by this grant 
to his*iacome.\ Such a progressive grant system tends to 



PUBLIC EXPENDITURE TO PROMOTE EMPLOYMENT 27 


i 


w 

redact the inequality of incomes. A bread subsidy by the 
government would act as a progressive grant in a society 
where incomes are unequal. liven public expenditure 
on educatipn may reduce the inequality of incomes by 
training youngmen for better paid occupations. 

Apart from reducing inequality of incomes, public 
expenditure may also iAprove distribution by adjusting 
individual incomes more closely to family needs during 
different periods. Take, for example, the prevision out 
of public funds of old age pensions, sick benefit, 
unemployment benefit, maternity benefit etc. 

\/Thc growth of expenditures for social purposes has 

resulted in large benefits for those of small incomes. 

• 

| Public Expenditure to promote Employment 

Public expenditure fbr unemployment relief is admit¬ 
tedly a palliative, not a remedy> ,^Kconomists to-day are 
concerned not so much with the ending of unemploy¬ 
ment as with.the guaranteeing of employment. A war, 
for example, creates jobs for. all available workers. 
Why cannot a peace economy do likewise ? Cannot 
a government plan ahead much before economic 
recessions appear f Cannot a government secure full 
employment for all by setting in motion anticydical 
measures ? Is it not possible to maintain a stable 
economy by a continuous planning of the* nation's 
economic course and the application of the appropriate 
pqblic and private measures ? 

National income depends upon the propensity to 
consume and investment. , Since employment and 
national income fluctuate together we may conclude 
that employment varies with the propensity to consume 
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and investment. To increase employment, therefore, 
we_,shoj|fd try to increase the propensity to consume 
or increase investment. ..* . 

KJ& is now realised that when the conlmunity’s 
propensity to constune decreases i,e, when it is saving 
relatively more than it is investing in durable goods, 
cyclical depression occurs, resulting in unemployment. 
/tn modern industrial communities there is always a 
tendency to save too much, to save, that is, more than 
is invested in durable goods. An excess of savings 
over investment will cause a contraction of incomes and 
employment which may develop into a downward spiral. 
However, as income falls +he proportion which people 
intend to save declines. \^Vhen intended savings come into 
balance with investment the downward movement stops. 
Equilibrium may well be reached considerably below full 
employment • of available resources, and from this 
deficiency in the private sector of the economy we fnay 
conclude the need for compensatory government action. 


* "Full employment < does not necessarily mean that evei/ man 
and woman has a Job. It means only that there are no more supplies 
of Idle labour or Idle capital of the sorts that are actually being demanded. 

. ^Thus It is quite possible to have "full employment'* and still have 1000,000 
persons on the unemployment register. They may be coal miners, 
when what is needed are engineers. Or there may not be any Idle 
factories for them to work in. "Full employment" Is reached at the 
point where production cannot, for any reason, keep pace with demand.*' 
(Crowther: An outline'of Money: Revised Edition pp 138). Thus by 
'full employment* we do not exclude normal minimum unemployment 
when labourers change their jobs, Full employment Is compatible with 
this. Full employment Is also compatible with seasonal unemployment. 

u 

But full employment Is Inconsistent with mass unemployment, resulting 
from cyclical depressions, from the lack of balance between the volun¬ 
tary savings of the community and Investment in durable goods. 
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remedy a state of depression government can 
venture to reduce unemployment by giving consumers 
more money to spend. \^he encouragement of consump¬ 
tion at tfie expense of saving is a sound policy in 
the long run, but if the unemployment is due to a 
deficiency in investment, the solution is*, to increase 
investment in order to absorb the savings of the 
community. only leverage for increasing private 

investment is to try tc^ make conditions for expansion , 
more profitable.*'^'' reduction in the interest rate 
may be helpful. Reduction of the stock of capital 
goods in existence will be necessary. Businessmen will 
not find it easy to • believe ’that the markets for their 
,<$rqduct* will grows rapidly in future. ’ Hence stimula- 
; ting private investment is a difficult problem. 

There is no effective ’ mechanism inherent in our • 
eccmomic system assuring that private investments will' 
meet the requirements of full employment. On the 
other hand, the/expansion of public investment is a 
simple affair. *Tt can be carried wisely and in a planned 
way under social control, it has enormous scope"'for 
expansion. It is not always done for profit, tu may 
still be carried on ( even if the stock of 
—public buildings, \schools, hospitals, etc—is large. 
Moreover, such goodjS do not necessarily add to our 
productive capacity. *The ultimate effect of an invest- 
m£pt policy is great i.e, in Keynesian language, the 
multiplier is large. • 

A proper fiscal policy, according to Keynes, should 
r follow a policy of low interest rates, supplement private 
investment by public spending and devise a progressive 
tax system that falls more heavily on thf portion of 


capital goods 
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income that is saved than on the portion that is spent 
ahd thereby counteract'the decline in the propensity 
to cgpsume. 

* ^Fiscal policy is however, not the method ' but one 
of the methods for securing full employment. Moreover 
doubts are expressed about the efficacy and wisdom 
of the maxipram role of the state for a variety of 
reasons. X/iFirstly, public expenditure has a tendency 
of increasing faster than public revenues and thus limit 
the expansion of private employment. vSecondly, a policy 
of. compensatory and developmental financing may 
result in a growing debt. 

Both these arguments should not be given much 
weight. The experience of war years definitely proyes 
that an increase in public investment normally raises 
income and employment. As regards the argument 
that a high level of public investment means a rapid 
increase in public debt, we may say that debt also 
increases when private investment is high and there 
is no proof that the one kind of debt is preferable 
to the other. 

\Jtti is true that a skilful handling of monetary and 
banking machinery may go a long^way in ^eliminating 
fluctuations in employment.'\Bfit such remedies may 
be effective against booms but not always against 


slumps. / For this, reason the intervention of public 
authorities is desirable. It is now an accepted principle 
of public economics that the ‘public authorities can 
arrange their demand for .labour in such a way as to 
offset fluctuation in private demand for labour and 
thereby can make the demand for labour as a whole, 
and consequently, the sum-total of employment,* much 
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more stable than it is. Of coursej not all parts of public 
•demand can be switched about *at will in the interest 
of stability. The construction of* a battleship or a stxa- 
tegic road Cannot be postponed in the interest of industrial 
stability. But there is a good deal®of norm^public 
expenditure that can be switched about.* S(/ ^lftany useful 
but not urgent public works can be carried out when 
private industry is slack. 

• The White Eaper on Employment Policy published iU 
May 1944 by the British Government contains the 
following passage : “The Government believes that in 
the past “the power of public expenditure, skilfully 
applied, to check th^ onset *of a depression has been 
underestimated. The whole notion of pressing forward 
auickly with public expenditure when incomes were 
filling and the outlook was dark has, naturally enough, 
encountered strong resistance from persons who are 
accustomed, with good reason, to conduct their private 
affairs according to the very opposite principle. Such 
resiSfSfcce can, however, be overcome if public opinion 
is brought to the view that periods of trade recession 
provide an opportunity to improve the permanent 
equipment of society by the provision of better housing, 
public buildings, means of communication, power, and 
water supplies etc.” 

Compensatory spending : 

This spending by government to offset deficiencies 
in private .spending is called compensatory spending. 
As there is a gradual declinh in the propensity to 
consume, and income and employment are falling. 


•Pljou; Incomt : page 96. 
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compensatory spending may be undertaken to resist 
farther decline and to stabilize' economic activity 
somewhere below full, employment level.\^Dt iring a 
recession o r depression compensatory spending may take 
place under conditions which reverse declining anti¬ 
cipations and thus encourage private spending. If this 
occurs, public expenditure is then of the “Pu mp pri ming** 
variety because it arrests .farther decline and promotes 
economic recovery. 'Economists also makf the ambitious 
claim that compensatory spending should enable the 
government to reach and maintain national income at 
the full employment level. 

Compensatory spending uould require adjustment to 
different phases of the business cycle. In the recession 
and depression phases of the business cycle the pro¬ 
pensity to consume declines and the propensity to 
hoard rises. Producers try to place themselves • in a 
relatively liquid position by cutting costs to, feasible 
limits in terms of current demand. Consumers reduce 
consumption and save in highly liquid form (bocrd). 
In this situation when the anticipations of both 
producers and consumers are falling, the objective of 
compensatory public expenditure is to pump into the 
expenditure stream enough funds (through relief, un- 
employnignt compensation and public works) to 
offset the income which is privately removed from the 
circuit flow in that period. This should be made in 
such a way as to minimise leakages into hoards and 
thus maximise the multiplier effects. The implications 
of this policy may be analysed thus t 

^Firstly, compensatory expenditure during the reces¬ 


sion is deficit expenditure. 


% v 4 


other- words, current 
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expenditures must be in excess of current revenues. The 
question arises—how to meet the excess expenditure ? 
It is not possible to increase lax revenues because 
that would cause a still further decline in priVate 
spending. Taxation of hoards and the transference of 
funds to persons with high, propensity to'consume is 
also not possible. Hoards during a recession help to 
keep the rate of interest low and thus make easy 
credit available to producers even when prospects of 
profits are low. Hence tiie programme of compensatory 
publ iy^xpe nditure should be financed by borrowing? 

tndiy, this borrowing by government should not 
be made from private savers' whose liquidity preferences 
are high during a (Repression because that would take 
,'away funds which might have been .available to private 
borrowers at low interest. The funds sho uld be procured 

a 

o ut of !aew money’ created by. the banks. 

\J3?liirdly, compensatory funds should be so spent as to 
be conducive to^the greatest amount of re-spending of 
thecc'xunds. In other words, those projects only should 
be undertaken by government which would put income 
into the hands of those who because of unemployment 
would re-spend their new income on consumption fir si, 
and^fradually, the increase is transmitted to investment. 
N/Fourthly, the factor of confidence is important. 


Gover nment: .spending-, must, .not ...in nuy,„way. under- 
mmeconfidence of the business cnmmunity. The fear 
tEat* government projepts will invade the field of 
private investment may reduce the leverage effects of 
both public and private expenditures. 

What form would compensatory expenditure take 
when anticipations are rising ? During the upward 

3 ’ 
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swing of the business cycle the propensity to hoard 
falls, the multiplier increases and through operation. 
(^"acceleration there ar$/ growing opportunities for 
private investment. \^uiis stage the public* authority 
should gradually control its expenditure, progressively 
reduce injections into the income stream and allow 
private economy to expand and fill up the gap between 
current employment and full employment. As full 
employment is approached, compensatory spending may 
very well be negative and there should be an excess 
of tax revenue over expenditure to pay off debts incurred 
during the previous deficit spending policy. ' 

The question is; ho4r effective can compensatory 
spending be in accomplishing these results ? » 

Broadly, there are three obstacles to bps overcome ■ 
by a counter-cyclical.-' spending policy, firstly, ther# - 
may be a lack. .of/clear purpose on the part- of the 
government, " tyti halfhearted attempt on the part of 
the government will do. Secondly, t'bere may be a 
decline in private .confidence. The public atftherity* 
must certainly pet in such a way as to inspire public 
^ confidence, - thirdly, extrafiscal methods like control 
‘ of monopolistic practices, improvement of banking etc 
\ may be necessary to allow compensatory spending to 
\ work successfully. 

Public works 

Compen satory spending may ta ke place th rough three 
channels viz, home relief, unemployment compensation 
plan and work projects, "s^fome relief involves ^ 
corresponding work on the part of the recipient&vThe 
Unemployment compensation may be .paid from funds 



PUBUC WORKS * 


3S 


built up by special taxes during prosperity. But unem¬ 
ployment compensation does support idle labour which 
might b$ used for production? If unemployment 
continues "teven after the period of compensation pay ment s 
is over, compensatory spending must* take tl\e form of 
wort’f projects. Work projects involve corresponding 
work - bn the partTof TEe _ linVmpToyed in return ~for 
government funds received. 

Work projects include two types of projects :— 

( 1 ) work relief projects* and (2) public works. The 
major part of the spending for work relief projecj, 
goes for wages, much less for tctols and materials. \ Btfbli c 
works, however, include tHe construction of capital 
improvements of a permanent nature such * as highways, 
Afti^ljon works, buildings, etc. 

Hansen maintains that relief expenditures, especially 
in a. period of general depression, are likely to be 
less* effective in raising income and employment than 
expenditures cm/public -works * And this for two 
reaS&ug (lj^mstly, while it is true that in the first round 
of re-spentfing, relief expenditures offer considerably less 
probability of leakage,' in subsequent rounds leakages 
may very well be larger. (2) Secondly, the inducecfl 
consequences ( after the first round ) qf _publjq_ .walks 
expenditures are likely to be greater th an t hose <j!£ relief! 
expenditure. “In a period of serious depression, it is* 
the constructional and heavy industries—those relating | 
to ftxed capital production—which are seriously depressed. 
Employment has fallen to' a mere fraction of the level 
readied in the boom, and construction and heavy industries 


Hansen ; Fiscal policy and Business cycles pp 90—92. 
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output is at a low capacity level....But when orders 
come in for construction projects, workers are re-employ¬ 
ed, and the plant is reconditioned?^ Public works 
expenditures of $4 billions would hdve a tremendous 
effect upon re-employment and upon_ capital exp enditures. 
It should be noted that an expenditure of the qiaghi- 
tude of $4 billions, to $5 billions is fairly large, even in 
relation . to total fixed • capital construction in boom 
times. Prom 1925 to 1929, private fixed capital invest¬ 
ment, including plant, equipment, housing, and non¬ 
profit construction amounted to $14 billions per annum. 
Thus an injection frbm >4 billions to 15 billions 
of public works would represent a really large figure 
in relation to even prosperity levels of activity in tbe 


capital goods industries. On the other hand, a similar 1 
amount spent on relief is a very small proportion f 
the total consumption expenditures. NAr'publit works 
programme'of relatively moderate proportion?, will, there¬ 
fore, induce a very large increase in employment 
in the construction and heavy goods industries. Thus, 
the leverage effect of a public works programme on 
employment, taking account of both consumption and 
investment repercussions, is relatively large." 


The policy of public works to stimulate recovery and 
employment is criticised from three different standpoints. 

Firstly, Hawtrey asserts that the best way to overcome 
depression consists in lowering Sank rate~tp~aTey®i which 
would" make an expansion in the ^ scale of actiyities 
attractive to the business public\Xn expansion of public 
worts is hot so attractive for the purpose. 

This argument ignores the time elem ent altog ethe r. 
It may be true that a low interest rate will meeT^T^depre- 



PUBUC WORKS 


37 


ssion bat it takes time before the volume of 
activity responds to the stimulus of a low rate of interi 
because hj ffkes time for businessmen to regain sufficieni 
confidence fo their own future to avail themselves* of 
the c heap er cred it accommodation. £ prompt enlarge¬ 
ment jn the scale of public construction may do much 
to shorten the period whicli el&pses before a reduction of 
interest rates becomes effective and thereby to shorten the 
period^f depression apart from alleviating its severity. 

\ Secondly, Cfissel rejects public works policy on the 
ground that thg. Jtagreaseof public employment will be 
offset by d^pline of private demand for labour. Unemploy¬ 
ment is due to the faulty a^kptation of the supply of 
labour to the demand for it. If this we/e perfect there 
>Puld be full employment. For this reason a policy 
"|f preventing unemployment should be directed towards 
»he elimination of all factors which stand in the way 
of flexibility of labour, t he mo st impo rtant being the 
monopolistic^ policy of trade unions. 

~ While it is true that during a depression a downward 
adjustment of wages isi necessary and that trade unions 
often lengthen the period of depression by struggling 
against such revision, the point is—eVen if wages wer^ 
reduced . to their natural level, would^an increase of 
employment immediately follow clear that a, period 

of time would have to pass before businessman had 
satisfied themselves that with lower, labour cost they 
woujd secure the normal bpimess profit by enlarging 
their scale of operationX^^rprompt expansion of public 
workrwould shorten this period. 


worjcfl'w* 

V^Third 


Thirdly, it is argued that business fluctuations are due 
to fluctuations m the price level consequential to changes 
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in tJa£„y.olume of currency and credit so that if price 
stability prevails, business fluctuations would automatically 

be eliminated. 

. . — «* 

a* his argumeiU labours under two funda mental 
d ifficulties :NrX^fe first is howj-ar.&regime of stable— prices 
is attainable at all. The second, is—that even if stable 
prices were attainable, business fluctuations in the -sense 
of fluctuations in the a ggregate volu meyof profit will be 
re duced but will not be eliminat ed.\^s long as business 
i3~con ducted on profits its total volume would show 
short term deviation from its normal trend and as long 
as this persists, effort must be made to reduce these 
deviations as far as possible iby flexible allocations of public 
1 works. 

/ The policy of public works is, however , subject to txd c 
*l imitations , qualitative and (quantitative . The former 
concerns thejcind of unemployment which may be relieve^ 
by rniblic works, the latter relates to its quantity. Since 
.flexible allocation of public works provides not only for 
their expansion in times of depression but also for a 
corresponding contraction in times of prosperity, it cap 
only r educe unemployment around the level of th e so- 
talled seasonal or cyclical fluctuations. Nevertheless, 


not all unemployment of this kind can partake of the 
relief as an extension or contraction of public works 


irect influence on construction in 


It is the cyclical- fluctuations of unemployment in th ese 
i ndust ries alone fo r which the hone may be enterta ined 
thevcan be e ffectiyely controlled. 


\^/The second problem -is how much cyclical unemploy¬ 
ment can be eliminated by .an ideal allocation of public 
works. Even if it be admitted that substantial scope 
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for construction industries were available and shifts hp 
public expenditure were possible by the authorities)^^ 
additional employment offered by -such enlargement can 
not be regarded as a net increase in the total volume of 
employment because a n increase of public employmen t 
is at least partly offset by a decline in private employment. 


erence between the two magni 


which represents the net increase in t h e total demand 
for labour !" ~~ 

. Within the'Se limitations the public works policy must 

• I* ) 

encounter some obstacles which are administrative, technical 

. -- 

and econoyitc. 

The administrative difficulties arise mainly from the 
rigid financial structure of the country, the necessity of 
legislative sanction for procuring funds and the enormous 
•task of co-ordination involved in the operation of the 
' agencies, central, provincial or local, undertaking public 
Wtftks. The construction of public works must take place 
in localities where unemployment has occurred. 

\ Technical difficulties are involved in effecting prompt 
adjustments of,, the volume of public works to business 
fluctuations within the technical limits of their postpone¬ 
ment or anticipation. Such an adjustment would be easy 

if the number of public works undertaken was large, the 

• * ' • 

single undertaking small, and the time of construction 
shbrt.^ > 

V*>Bconomic obstacles may arise from the uncertainty 
concerning the future trend of economic events and the 
ultimate effects of measures designed to influence sucli 
events as can be foreseen. There is a possibility of error. 
The particular public improvement may be inadequate 
or useless for the purpose, because of technical changes 
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■which have taken place in the meantime. VDhe cost of 
construction may be uneconomical because public improve¬ 
ments actually anticipated ' and undertaken might have 
been,, more cheaply constructed at a later date when . 
methods of construction were cheaper and more efficient. 

It is thus clear, as Taylor points out, that "the essence 
<jf public works planmng*ls tfie orderly arrangement of 
projects in terms of their relative importance to communi¬ 
ties, their" proper sequence relative to each other, their 
strategic importance with respect to the geographical 
incidence of unemployment, and their potentialities for 
income generation. Thus three considerations axe impor¬ 
tant : the usefulness of the . structure or activity in itself, 
the ability to provide needed relief, and the ability to 
expand national income." *(1) c \ 

Prom the experience of public works projects in the : 
past, especially during the depression of 1930-34 the' 
following principles may be deduced as guides for securing 

the best social results out of such public spending. *(2) 

* » ******* r 

Z’ Firstly, expenditure on public works should be put 
Into projects of definite community value e.g. on roads, 
on proper and adequate water supply system etc. In other 
Words, money should be spent on capital goods and goods 
of definite economic and social value. 

/secondly, only those types and amounts of public works 
should b£ undertaken which will not bring future main¬ 
tenance costs beyond the ability/of the community to 
bear out of current taxes. The cost of maintaining 
improvident public works may ‘be too heavy for the 
community. 

(1) * Taylor : The Economla of public finance : page 142. 

(2) * Clyde. L. King : Public Finance : Page 162-173. 
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Thirdly, those public works are preferable which secure 

# * - ■■ —— . . . , 

jobs to the unemployed in their own localities without 

*' k > tii - A.. w ' •» * * • • , •» ... . 

creating further unemployment.. Excessive and unnecess¬ 
ary ^migration of labour should be avo ided . 

Fourthly, long-term ~ planning is essential to the wise 


expenditure of public moneys on public works in times 
of depression as in times of prosperity. Such public 


planning must take into consideration such factors as 
economic opportunity, migrations. . of. capital,' dianging 
hee ds o f society and of the future security of earning 
power of workers! 



CHAPTER III 


t * 

Public Income. Classification by Seligman : Sources r 
Taxes, fees, special assessments, currency inflation. 
Classification * by Taylor. Grants and gifts; Adminis¬ 
trative revenues ; Commercial revenues ; Taxes. The 
Interaction, of different Tax formulae. Objectives of 
Taxation. 

Classification Of-PuMic Income 


Public Income has beeu^ classified by Seligman in 
the following way :— 

Firstly, Public Income comes from "three broad sources, 
(a) a gratuitous source, (b) a contractual source, and 
(c) a compulsory source. 

The gratuitous contributions mainly include vplunt- 
ary gifts to the Government or conscience money and 
have gone out of fashion. The contractual source 
includes the profits from state enterprises. The compul¬ 
sory source includes revenues which the Government 
secures by exercising compulsion. 

Secondly, the compulsion mentioned above may be 
exercised in three ways, e.g. (1) the right of eminent 
domain, v(2) the imposition of penalties or fines, and 
(3) taxing power. 


The power of eminent domain is the power of the 
state to take private property for public use without 
the owner's consent. It is true that Government has 
to pay compensation to the owners of property. Yet 
the fact remains ‘ that the power to take private property 


for a public purpose is supreme. 
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The revenue under penalties or fines is incidental 
revenue. 

• • 

The power to tax is the g>eat sovereign power of. 
the Government. It is the power to enforce contributions 
from individuals for public use under a general rule 
without the consent of the individual. 

I | 

Thirdly, the taxing power may be used in a broad 
sense to include the power, to charge fees, the power 
to levy special assessments and more specifically, the 
power to impose taxes. A clear distinction must be drawn 
between fees, special assessments and taxes. 

A ta» is a compulsory charge imposed by a public 
authority, and, as Prof. Tafnssig puts it, “the essence 
of a tax, as distinguished from other, charges by the 
Government, is the absence of a direct quid pro quo 
between the taxpayer and the public authority.” Compuh- 
sion is a special characteristic of taxes. It is also broadly 
trde that tax revenue is mainly used for the common 
benefit of society with little reference to special benefits. 
Bjit there are cases when particular taxes may be 
earmarked for particular functions, e.g. deductions from 
wages for old age annuity purposes. 

Seligman has suggested six stages in .the evolution 
of taxation. (1) The original idea of a tax was that 
of a voluntary gift. (2) At the second stagey Govern¬ 
ments humbly implored the people for support. (3) Then 
the idea arose of doing Governments a favour by giving 
them, assistance. (4) Next, there developed the concept 
of a sacrifice. (5) At £he next stage comes the idea of 
obligation on the part of • the taxpayer. (6) Lastly, 


I. Sellgmin Euays In taxation p. 
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the concept of taxation evolves into the theory of 
compulsion. 

* • 

A fee, on the other hand, is a payment made to 
defray the cost of each recurring service undertaken 
by the Government in the public interest but conferring 
a measurable - special benefit, e.g. a postal fee. There 
are two requirements of a fee $ firstly, a fee must 
confer a measurable special benefit; secondly, a fee 
must be equal to the cost of rendering the services. 
But both these assumptions may be criticised. It is, 
for instance, possible to maintain that in fees that are 
paid by a citizen there is no question of q special 
measurable benefit. Take t*»e case of a passport fee. 
Does it exactly measure the benefit ‘derived by a citizen 
from a passport ? It is also possible to maintain thftt 
the fee paid by a citizen may be far in excess of 

the cost of rendering the service. The fees charged 

• 

in India for the registration of the motor vehicles 
bring a revenue far in excess of the cost of maintaining 
the particular department concerned. 

A special assessment is defined by Seligman as 
"a compulsory contribution levied in proportion to the 
special benefits derived to defray the cost of a specific 
improvement to property undertaken in the public 
interest.”« It is a device by which the Government 
may secure a part of the unearned increment in the 
value of land or buildings, which arises from specific 
improvements undertaken by the Government. A special 
assessment is a compulsory payment and hence it 
resembles a tax. But it .is a payment for a specific 
measurable benefit to the citizen and in that respect 
it differs from a tax. 
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Seligman’s classification finally stands thus : 


Public Incc me 


Gratuitous 

source 


Contractual 

source 


Compulsory source 




The power of 
eminent domatyi 




penalties or 
Fines 


Taxing power 


Fees 


Special 

assessments 


Taxes 


• Seligmau’s classification, however, does not make 
any special reference to currency Inflation which can be 
made to yiela^a large income to the Government. 
The use_ of jthe printing press to manufacture le gal 
tender paper money may be possible’ either directly or 
indire ctly. / It is used direct ly when the Government 
pays its creditors with the new paper money specifi¬ 
cally printed for the purposed) It is used indirectly when 
tffe Government pays, its creditors out o? bank loans 
to itseif and issues new ^per money to the banks 
in exchange for a deposit of securities. The second 1 
method involves the payment of the annual interest: 
on the loans. • Inflation usually increases Jhe inequality 
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scheme consists of more than one tax formula, the 
revenue yielded by it is not, in general, equal to the 
sum of the revenues \£hich would have been yielded 
by 'each tax formula had it been imposed by itself. The 
interaction ^ of different tax formulae may be made 
clear in three broad ways.. 

Firstly, the yield of a new tax is affected by the 
amount of revenue that- is being raised by already 
existing taxes. Suppose, Death duties are newly imposed 
in a country where Income *ax already exists. The 
yield of Death duties would" be much less than it would 
have been had there been ro Income tax. * 

Secondly, the yield of \ new tax is affected by the 
ma nne r in which the already existing taxes are 
distributed among different income groups. The yield of 
the newly imposed tax, say, on champagne or on motor 
cars, would be*affected by the fact that the well-to-do 
classes are already paying Income tax and super tax. • 

Thirdly, the yield of a new tax Is likely to be 
affected by the . nat ure of the already existing taxes. 
Suppose beef and mutton are complementary com¬ 
modities and there is a tax on beef only. Naturally 
tfeef-eaters would substitute mutton for beef and a new 
tax on mutton would cause the yield of that tax to 
increased. 

Thus when a given amount of additional revenue 
is requir ed, we are unable to tell what sort jof^.tax 
'would yield that revenue u ntil we know both- what 
amount of revenue is already being raised, what tax 
jjorjnulg_are being employed to raise it _jnd the ygy 
in which the levies are clistributed among different 
income groups. 
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Objective* of Taxation 

The traditional justification. of a tax is to_ mta g 

revenue to finance normal activities of the Government.. 

.. . . • 

The idea of justice or equity in taxation has c6me 
late and the comparative merits and demerits of taxes 
on production and consumption have been tealised only 
in recent years. 


Another important objective, of taxation is regulation 
or control. A protective duty on foreign goods* entering 
the home market may yi§ld revenue to the Government; 
but its main justification is * to limit foreign imports 
and thereby help indigenous industries. The high 
• consumption taxes on liquor or intoxicants is partly due 
to the desire to discourage their use. 

: -In recent years economists have been laying stress upon 
'another very important regulatory function of taxation 
yiz .—the regulation of the level of income. Public finance, 
according to them, must be ‘functio nal fina nce*. Taxes 
cause a transference of purchasing power from taxpayers” 
.to public a uthor it y : this may cause a change in the 
pattern of private consumption and investment and thus 
in the level of national income. I n times of depression 
and low income it is necessary for Government 1b incut 

it • •* 1 , . * * 

heavy expenditures and lower die burden of taxes, th 
times of threatened inflatio n it is necessary t(| impose 

heavy taxation and control public expenditure. In a0~ 

* , u . -- - -■'“**’"* .+~ 0 — — ***** 

these_£§sgs^the-reyenue_objective of taxation has got to 
;be.si»iw.digdtfid to the re^atoiy ^ectge.^ To be more" 
precise , taxation must follow a constructive counter-cyclical.,. 
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Adam Smith's Canons of Taxation—Other principles. 
Burden of f a tax; Money burden and Real burden. 
The Distribution of the w burden of taxation from 
the point of view of Equity. The cost of service ; 
the benefit of service j the ability to pay. Monetary 
Measures of ability. Proportional, Regressive and 
Progressive rates of taxation,* “The .rich should pay 
more in taxes than the poor." The various justifications 
of Progressive taxation. Single tax versus Multiple tax. 


Adam Smith's Canons of Taxation 


Adam Smith in his Wealth of Nations, published in 
1776, formulated four famous maxims which to-day are 
regarded as important administrative principles of taxation. 
[These canons of taxation are generally known as principles 
>f equality, certainty, convenience and economy. 

(a) The subjects of every state ought to contribute’ 
toward the support of Government as nearly as possible in 
proportion to their respective abilities ; that is, in propor¬ 
tion to the revenue which they respectively enjoy under 
the protection of the state." 

(b) “ ^The tax whi ch ea ch individual is bound to pay 

ought to be certain and not ” arbitrary. ~T t Ee 'Hme ef 
payment, the manner of payment, the quantity to be paid, 
ought^QT to be clear'and plain^v’^ ' - * . 

) “EVery~~tax ~oughVTo be levied at the time, or in 


che manner, in • which it is most likely to be convenient 
for the contributor to pay it. 
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(d) “Every tax ought to be so contrived as both to 
take out and keep out of the pockets of the people as 
little as possible over and above what it brings into the 
public treasury." 

The administrative precepts of ^taxation relate both 
to the needs of the public authority and.tt) the interest 
of taxpayers. Fromjbe'pomt of view of Go vernment | he 
tax syst em s hould be productive, elastic and certain. 

The most important principle in taxation from the 
immediate and practical standpoint is that of adequate 
productivity. Productivity means here that taxes should 
be so sheeted that they bring in a large revenue to the 
exchequer and the cost of fleeting that revenue should 
not be excessive. 


„. Elasticity meant that some of the taxes at least should 
be of such a character as can be readily varied_£ndL £eji$d 
upon to meet any unexpected Government expenditure. 
TJ»e returns from taxation should be subject to planning 
and control as revenue needs and economic conditions 
change. An elastic tax system can be expanded in a short 
time to supply larger revenues or it may be contracted 
quickly to reduce receipts. 

Certainty refers to the possibility of estimating the 
yield and relying upon that estimate. 

From the point of view of the tax-payers., taAs should 
be certain, economic} and convenient. Certainty here is 
used" in the sense that there must be no room for doubt 
as.to the time, place and amount of the tax to be paid. 
Secondly, economy in * taxation calls for efficiency of 
administration and the selection of the taxes with ‘the 
least objectionable economic effects. There should not 
be a large difference between the amount that is paid by 
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the taxpayer and the amount actually received by the 
state. Thirdly, the time and the method of collecting 
taxes should be convenient to the payer. 

c 

Th? Burden of a Tax. 

We must' draw a distinction between the money 

burden and the real burden of a tax. .. ' 

^ The money burden is measured by the amount of 
money paid in taxes and is the same as the incidence 
of the tax. The real burden consists in' the sacrifice 

s. *•» • •- —- - 

of economic welfare caused 'by the payment of the tax. 

' Owing to differences in wealth, income, family, circums¬ 
tances, tastes etc, there h*ay be diffeiences in real 
burden between two persons even though the money 
burden is the same. This real bufrd en or sacrifice.Is 
equal to the difference between the net satisfaction 
which the tax-payer would have enjoyed had the tax ■ 
not been imposed, and the net satisfaction which' he 
enjoys after the tax, account being taken of such changes 
in income as are due to the imposition of the tax. 


The distribution of the burden of taxation from 
the point of View of Equity 


Since taxes .impose real burdens or sacrifices on tax¬ 
payers, equity suggests (i) that the total a mount of 
these real burdens borne by all tax-payers "should 
be as small as possible, and/or, (ii) that the sacrifice 
of ‘similar* persons should be equal. Pigou points put 
that the second conclusion mentioned above is not an 


ultimate principle, because y& cannot treat the system 
of taxation apart from other activities. of the state. So 
we are left with the first conclusion mentioned above 
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i, e, the principle of Least Aggregate Sacrifice, or 
minimum sacrifice. The practical implication of 
this principle is two-fold—(a) -that -‘similar* person s 
should bear equal amounts in taxes—from which it 
fcSITows that the principle of equal sacrifice is but a 
corollary of the second• conclusion mentioned above, and 

system should impose equi-margi nal sacrific e.. Prom this 
fTwcmld follow*tEatTfrom the standpoint of equi ty, it i s 
desirable to exe mpt small, i ncomes~~a h d~to place the 
burden of taxation entirely on the largest Incomes. Thus 

the prfifo|fle"~c£;Tj$^ seiU. b e re alised, by 

taxing only the higher incomes, cutting down all incomes 
greater than a cestain amount to that amount” while 
exemptingall incomes less than that amount. ThfnTafl 
incomes above, say, Rs. 6000 & year should be reduced by 
taxation to that figure and every body whose income was 
less than this should be exempted. The main objection 
to the principle of minimum sacrifice is that if it is 

introduced suddenly, it would probably check all work and 

— ... , ., •• *•••—.—,—***» 

saving, beyond what was required to secure the maximum 
income not subject to * taxation. Thus a person who 
normally would earn Rs. 5o,ooo would make no effort 
to earn beyond Rs. 5,000 because any amoimt beyond 
this minimum shall have to be paid to Government 
as tax. 

There are three alternative principles for^ the ecjuitable 
distribution of the dire ct money burden of taxation ; first, > 
the cost to the public authority ~oT the services rendered 
to indivi dual taxpayer s ; second, the benefit to individual 
taxpayers of such services ; and third, individual “ability 


to pay" taxation. • » •• 
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cost of service principle implies that whenever 
ent costs are incurred for the benefit of paifatfiax 
individuals, such costs should be borne by them. ^I>"Cpplies 
specifically to spheres of prices, as in the supply of postal 
services, electric light, etc. But a tax bears no relation to a 
Specific cost borne by Government' to carry out a particular 
service. It is a payment in return for which no direct and 
specific service is rendered to the taxpayer. A. Government 
spends money on war but it is impossible to say what 
part of the cost of fighting’s war is the rightful 
share of a particular individual, as distinguishable 
from others. k. 

^The benefit of service principle emphasizes the desirabi¬ 
lityof allocating taxes upon individuals- according to the 

y\ 

benefits which they enjoy from Government action. x yFhis 
principle can be applied only in exceptional cases. 
Normally speaking, it is difficult to assess and measure 
the amount of benefit derived by different persons from 
the activities of the state. Even if the benefit could be 
ascertained, it is practically difficult to realise taxes 
according to this principle. 'Ejrsfly, there is the problem 
as c to whether the tax should be based on the amount 
of benefit actually derived by a person or on the amount 
of benefit which he might have derived if he had availed 
of the facilities afforded by the state. \S 5 pdndly, taxation 
|on the benefit principle would result^in putting very 
heavy burdens on the poorer classes because it is tljey 
who bpuefit mostly from the activities of the state. 
’■^Nevertheless . where benefits can be ascertained with 
a fair degree of accuracy and where taxation on this 
principle would not hit the poorer classes, this principle 
is applied in practice as in the case of betterment taxe^ 
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Motor license taxes, however, are not based on the benefit 
principle, as is, sometimes supposed. Such taxes may be 
regarded as .consisting of two parts’; (i) payment for vear 
and tear of roads on the quid pro •quo principle and 
(ii) a payment for the extra benefit derived by* the user of 
the car on the ability principle, ability being tested by 
the possession of the car. 

The principle of ability to pay is now universally 


recognised as the best principle for apportioning the tax 
burden. It is the’ only principle because its alternative— 


the benefjt principle—has been proved unsatisfactory. 
As the state wants a general command over (roods and 
services, so ability itf tested by monetary resources as it is 
•witlTraoney that the State can liave a general command 1 . 



Measures of Ability 


Mow there are three possible monetary measures of 
ability; viz, (l) expenditure on consumption, (2) capital 
in terms of money, and (3) money income. 

"Expenditure on consumption is an unsatisfactory 
measure of ability because expenditure depends on family 
circumstances in many cases and the principle of ability 
would be violated if it were made the basis. But certain 
types of expenditure e.g, on luxury goods, majyndicate 
special ability to pay and in such case it would be proper 
to tax it by special taxes on such objects of expenditure 
as i& usually done in most countries. 

As regards capital in terms of money, this is also 
unsatisfactory because persons, who have large incomes 
but little or no capital would escape taxation under a 
capital basis. It is true that in former times the deriving 
of income was almost invariably associated* with the 
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possession of property or capital. This is the reason for 
the prevalence of property taxes in old days and for the 
slow evolution of the Income tax. It may be argued that 
the modern objection of using capital as the measure of 
ability noted above can be met by capitalising the income 
of those who do not possess 1 ' capital. But such a measure 
is very difficult in practice and is likely to be arbitrary. 
Besides the possession of capital as indicating ability can 
be properly taken into account even when 'money income 
is made the measure of ability by considering the income 
derived from the possession of capital. For thepe reasons 
and because of the difficulties in estimating the actual 
mount of capital embodied in differenfkinds of investment, 
capital is no longer regarded as ’ a satisfactory test 
of ability. 

Thus money income is the only satisfactory test of 
ability. But, as Stamp points out, the mere amount 
of money income does not by itself give a proper idea of 

an individual’s ability to bear taxation. In other words, 

# 

“ ability' may be subject to five tests. First of all, we 
have to refer to its quantitative aspect which would 
refer to the total amount of income coming in. Then 
there is the element of time e.g. the income of what 


particular period should be taken into account. Then 
we have to consider whether it is a pure income without 


any wastage or return of capital or not. A person may 
own some property and thereby earn an income. .But 
he perhaps keeps apart a portibn of the income for the 
improvement ahd repais of the property. Then the 
entire income cannot be regarded as pure income. 


Then, again, the r question arises whether a person 
has some °preoarious dement/ in his ’ income or not. 
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Perhaps a man ■ earns Rs. 250 a month. But '■ he 
has to spend Rs. 50 in order to earn the income. In 
that case, we may say that' his income indeed has 
some precarious element. Then, ^gain, we have to 
consider whether a man is free to spend his ^entire income 
according to his sweet will or he has some family 
claims upon it and this may be regarded as the domestic 
circumstances which would’ affect the ability of the 
man to pay tax. 

Proportional, Regressive and Progressive Taxation 


In the above discussiq^ we have assumed some 
relation between money income and the economic welfare 
derived from it. According to the relation assumed a tax 
system may be proportional, regressive or progressive. 

Under Proportional Taxation all taxpayers, whatever 
thsir ’incomes, contribute the same proportion of their 
incomes as t^xes. Under Regressive Taxation the larger 
a taxpayer’s income, the smaller the proportion which 
‘he contributes; under Progressive Taxation the larger 


a taxpayer's income, the larger the proportion which he 
contributes as taxes. A tgx which may be a proportional 
tax because its rate is constant mav be repressive in its 
effects. Thus a sales tax of say 2% advalorgn on salt 
or sugar may have a regressive effect, particularly when 
we consider the effects of this taxon the lower in come 
jr^ups. Regressive taxation is not consciously adopted 
by~*modera Governments because it involves injustice 


to poorer classes. 

We have to enquire whether equity in the distribution 
of the burden of taxation requires proportional, regressive 
or progressive taxation. 
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Almost throughout the 19th century economists 
hehfthe view that justice in taxation ealleti ~for~ Taxation 
at p^o porttQ.uaL,jaXes. Adam Smithes first .canon of 
taxation was, "Th^ subjects of every state ought to 
contribute towards the support of the Government as 
nearly as possible, in proportion to their respective 
abilities $ that is, in proportion, to the revenue which 
they respectively enjoy under the protection of the 
state*’ Here Adam_Smith laid emphasis upon proportion. 
But Adam Jjmith wrote muih before th(^ discQ 3 ^ry 
of the law of diminishing maxginal^utility. put the 
application of this law the sphere of taxation 
points only to one conclusion, v«-M;hat equity in the 
distribution of taxation can be secured 1 only by progressive - 
taxation. 

As money income increases, its marginal utility gradual¬ 
ly diminishes. The first instalment of income is necessary 
to meet absolute minimum of subsistence. The next 
instalment of income brings comforts and so beyond the 
minimum amount required for mere subsistence marginal 
utility decreases. A still further instalment of income 
mtyjces possible the purchase of luxury items and so the 
marginal utility of income still more decreases. From 
this it is {dear that if the taxpayer with a £1000 net 
income were required to pay 10% of that income as tax, 
the sacrifice of utility on his part would be much higher 
than that of Y who pays the same 10% of his net income 
of £10,000. A proportionate tax* of 10% in both cases 
would involve unequal sacrifice of utility on the part of 
the two taxpayers X and Y. If X is to be taxed 10% of his 
income and it is.desired to require equal sacrifice from. 
X and Y, then we must take frogl Y a much higher rate 
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than 10%. In other words, this involves not proportional, 
.but progressive taxation. In componplace phraseology, 
this is put in the form "The rich should pay more in tqxes 
than the Poor.” * 


Why is progressive taxation justified*? 

In the above discussion we have tried to show that 
progressive taxation is accepted- by modern Governments 
as the most conducive to justice or equity in taxation, 
regressive taxation is justified from four different stand¬ 


points. (1) Prom the law of diminishing utility as appl ied 
to individu&l money incom g g. 

(2) tjrpm" the standpoint of the Leas t Aggregate 
sacrifice thejory. m 

/•“^PfTFrom Hobson's standpoint based on the distinction 
betw een th e *‘c osts" part and the “surplus" part of income . 

(4) From th e standpoin t of production on the groun d 
thaf the aggregation of capital gives rise to ability to 
bear” taxation. 

,5r From the standpoint (1) it is argued that progressio n 
is justified because it is the only method by which we can 



money incomes. As in the case of commodities so in the 
case of money, the utility of increments to one's^tock of 


it of the marginal utilily of money diminishes with every 
lncrMsSToTone’s mcClhe sd' tEat'if £1 is talcen in taxation 
from^T~man”~witli ’an” income of £ 100 , more than the rate 
of £lpeir £100 should be taken from a man with an income 
of £ 1000 ,' and a still higher rate from an income of 
£ 10,000 in order that the sacrifice involved in the payment 
of taxes may be the same in all these cases. In other 
words, the rate of taxation Aust increase with ajt increase 
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of income. It is to be remembered that the marginal 

r 7Ijr*"*'T ^ •—‘—*'7 4 —*•"*■* ‘ *■ --‘ 

utility of money does not sink down to zero as m the case 

of a commodity if the total income is veiy large^since 
Sioney represents commodities in general. Because of 
this reasoq we do not tax away or confiscate the excess 
incomes of very rich men beyond the hypothetical level 
at which marginal utility of money might otherwise be 
supposed, to be zero, so that taking the excess would 
involve no sacrifice, and the principle of equal sacrifice 
would then compel us to exempt lower incomes below 
that level altogether, whereas progressive taxation implies 
taxation; though at lowei^rates, on those incothes. Thus 
considerations of the diminishing .utility of increments' 
to money income justify not confispation of the highest 
reaches of the largest incomes, but progressively higher-, 
rates of taxation as income increases in order to secure 
equal sacrifice from persons of different money incomes. 

Though this justification is generally accepted," its 
theoretical validity has been challenged. 'Apart from the 
obvious objection that it is not possible to be dogmatic about 
the marginal utilities of money to different individuals 
because of differences in tastes and sensibilities which 
Save however to be ignored in the interests of arriving 
a£ a practical solution, there is the objection raised by 
’u’rof. Chapman that in certain cases an increase of income 
may be attended with an increase, instead of a diminution, 
of the marginal utility of money.’N This would happen 
if, in consequence of the rise. of'income, a man were 
raised to the next higher social class the average income 
of the members of which is higher than that of this 
individual inspite of the increase in income, so that he 
ij^hatd put.to it to maintain thyf standard of living of that 
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class. But Chapman himself agrees that it is not practically 
possible to make allowance for such special cases, eveay 
thoughjia-fheoretical importance should be recognised. 

^^fgou has pointed out that the law of diminishing 
utility does not necessarily justify progressive taxation 
since it does not assert # that the last £10K?f a £1000 
income gives less satisfaction than the last £1 of a 


£l00 income. In ce rtain ca ses, in orde r to i mpose equ al 
sacrifice it may be~ necessary even to impose fegressive 
taxation.' For this reason according to Pigou the principle 
o7‘ progression cannot be ‘justified on the basis of the 


law of diminishing utility. * 

• (2) Pigou justifies progressive principle partly on the 

basis of the Least Aggregate Sacrifice theory and partly 
^j^he, basis...of the*equal sacrifice theory .^ With respect 
to the first th eory h e argues that it lea ds logically to the 
Confiscation of the - highest 7ange~oT income beyond a 
ceBJuf level, but agrees"that “this woiI13'reduce savings 
and capital, thus diminishing the national dividend and 
imposing future sacrifices on the whole community So 
that tt' is not desirable to go so far but rather to tax 
higher incomes at progressively higher rates. *£gMd€s, 
from the standpoint of equal sacrifice, he points out 
that it is necessary to consider the effects on the marginal 
utility of money not only of the absolute amount of the 
income as the law of diminishing utility does, but also 
of the relation between the income of one individual and 
the incomes of other people. l*he sacrifice caused by 
tEe "payment of taxes by any one individual depends on 
how much taxation is borne by other individuals. For 


* Pigou: A Study In pubUc flranm (1947) P. 66 
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this reason there is a ground for taxing large incomes 
at higher rates than small incomes. 

(8) Hobson argues that a basis for prog ressive 
ta xatio n is to be found 'Si'“His doctrine that large incomes 
contain a large Proportion of what he calls “Surplus", that 
is, of amdunts which are not econo mically ncct^sary^o 
call forth the efforts of the'income earners. \lAr''progressive 
income tax is thus in a rough way taxation on the 
principle of surplus, which by definition can be absorbed 
by taxation without detrimental effect. But V^tainp 
points out that it is not proper to assume that large 
incomes necessarily ' 'contain large surplus elements, 


•,^1W ••tw *,»•**«* 


since the accrual of suth surplus depends on. factors <■ 
unconnected'“with the mere size of the income, like 

•* ^ mpm0 m ^ a • 

conditions governing the yield of investment... 


Hence this is not a valid justification. 

(4) A special justification has sometimes been 
advanced in connection with the application of progressive 
taxation to the incomes of business firms.and companies. 
This is to the effect ihatthel arger the income, thejgreater 

is _ it s Pow er for the production of further income an d 

therefore the more it can be tapped without hurt. This 
assumes that the larger the business, the more profitable 
ftjs^which is not always true. But Stamp concedes that 
this msEy be the only way of reaching greater ability 
on the “productive” side of wealth. 


Prnf T^ggip- thinks that ability to pay justifies 
proportional taxation only and that progressive taxatio n 
fat ds it justification in amending the existing social order . 
TfSe question of equity in taxation cannot be discussed 
independently of the equity of the whole existing social 
order. The courageous advocates of oroErression base 
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* their views precisely on the ground that the existing social • 
order is not perfect, and that taxation should he one of the 
instruments for amending it. lentil they attain political 
power that will enable them to control the meaps of 
production, the socialists are prepared Jo accept progr essive 
taxation as the second besTinethod iursmoothing outt&e 
existing inequalities in ufaufh and income by transferring 
wealth from the rich to the poor through the expenditure 
on social services. 


Single Tax Versus Multiple Tax 

A number of persons, at one time or another in the last 
two centuries, have propose^ that governments should 
■derive all their revenues from a single source, such as a tax 
on land values, income or capital value of property. 

•‘-'“(a) The Physiocrats suggested a single tax on the 
economic rent of land as sufficient because they thought 
thaj this was where all taxes ultimately fell. The short- 
coinings of such a proposal are obvious. Firstly, it is 
based on a fal*se theory of incidence. Secondly, a single 
■tax like this cannot meet the fiscal needs of a modern 
Government. Thirdly, it will lead to a bad distribution 
of the burden of taxation. A multi-millionaire who owned 
no land would pay no taxes, while a poor man who owns 
. Sl house would have to pay. Fourthly, the single tax is 
no longer sound in theory. When land was the centre 
of the economy it no doubt sopped, out much if not all 
of the social income. But such is not the case to-day. 
Bonds 1 and stocks Sop up unearned increment as well as 
lands. To have a tax that will burden unearned increment 
we must absorb everything that absorbs unearned 
increment. To Henry George everyone could make a 
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living if land was shorn of its economic rent by full 
taxation. Economists do not subscribe to that theory 
nowadays. 

(!}) A second proposal is that for a single tax assessed 
on income. But sqch a tax would not bring enough 
revenue to the Government. Secondly, it would check 
social savings. Thirdly, the' cost of collecting such a 
tax would be pretty heavy. But the most important 
objection against such a tax is that it would secure 
no special contribution from inheritors of wealth, an 
eminently taxable class. „ 

(c) Yet another proposal is a single tax assessed on 
the capital value of property. Many of the previous 
arguments against a single tax would hold here. It may 
be asserted with confidence that the General Property tax 
has not been a success in. U.S.A. ; 

Modern Governments have therefore dismissed the t 
idea of a single tax and have resorted to a multiplicity 
of taxes. F ristly, multiple taxation brings in enough 
revenue to meet the ever increasing fiscal needs 
of Governments. Secondly, a multiplicity of taxes' 
corrects the anomalies as between persons which are 
liable to arise under a single tax. Thirdly, it detects 
evasions which are easy under a singletax by the 
checks and counterchecks which it provides. Thus 


valua tions for death duties and the income tax returns of 

J ||l|| III t ^ 1 ’ > 

the deceased may be checked against one another. 
Again, suppose, a part of the income-tax is evaded. 
Then that sum would be either saved or spent. If 


saved, the investment WQtrid increase the value of the 
property to be subjected to death duties. If the amount 
is spent, it would be subjected to taxation on luxuries. 
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Dalton has pointed out that though a multiple tax 
system is preferable to a single tax system, too great a multi¬ 
plicity is not desirable. Firstly, .the cost of collecting a 
great number of taxes would be heavy. Secondly, excessive 
multiplicity may create a chaos in tlie tax system. Some 
taxes may prove to be clearly unproductive! Taxes are 
in ter-r elated. The yield of a new tax is affected by th<T 
nature of the already existing taxes, by the amount of 
revenue already being realised from existing taxes and 
by the manner in which {fee existing taxes are distributed 
among various income groups in society. (1) 

Daltofl, therefore, concludes j (2) “The path of wisdom 
in this matter, for. a modern community with a well 
developed economicalife and a reasonably efficient admi¬ 
nistrative system, is fairly clear. It is best to rely on 
a few substantial taxes for the bulk of the tax revenue. 
*Iu so far as it is desired to tax the rich, income and 
inheritance taxes are the best means s in so fax as 
it is desired td^tax the poor, taxes on 3 _few commo- 
jjfcj es o f wide consumption preferably commodities not 
necessary to health and efficiency/ 


1. ' Sit Chapter til. % 

2. Dtfton. Public Fhwnct ; Sixth Edition: P. 46.' 
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The shifting and Incidence of Taxation. Formal 
and Effective Incidence. Elasticity of demand and 
supply. Incidence under Competition and Monopoly. 
Forward and Backward shifting. Direct tax and 

Indirect tax. Their merits and demerits. . The relation 

• • 

of Direct and Indirect Taxation. Why Direct taxes 
are increasing day by day f Export and Import duties. 
How to make the foreigner pay f Specific and Ad Valorem 
duties. General Property tax. Sales tax. 

The Shifting and Incidence of^Taxation. 

In discussing the incidence of taxation we seek to 
determine by whom the taxes are ultimately borne. 
The impact of a tax ma^ be on one person but tire 
incidence may be on another. Thus thfe excise duty 
on sugar or tea may be paid by the producer but it- 
will be ultimately borne by the consumer if the producer 
succeeds in adding the tax to the price of sugar 
or* tea and charging the enhanced price from the 
consumers. Again the import duty on motor cars is 
paid in the first place by the importer, but it is 
ultimately borne by the consumer who pays the tax 
through the higher price for motor cars. The impact 
of a. tax is, therefore, upon the person from whxfi g- 
the tax is collected, whereas the incidence is upon 
the person by whom the burden is ultimately borne. 

(Th. process# by which' the burden of a tax is 
transferred from one person to'another.(e.g, from the 
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producer to the consumer or from the importer to the 
buyer) is referred to as the .shifting of a tax^ To 
understand the exact incidence of.a tax we must carefully 
appreciate the shifting process in respect of that tax. 't hus 
the importer of motor cars may -pa$ the tax in the first 
instance and then shift *the burden to the* middleman. 
The middleman in his turn would shift the tax to 
consumers who purchase motorcars. Thus shifting 
cannot continue for ever. Sooner or later, a person 
will be found .who wjy not be able to shift the 
tax any further and shall ‘have to bear the burden 
himself. *Thus shifting ultimately ends in incidence. 

A distinction must be drawn between the effects 
of a tax and the incidence of tax. If a producer 
•« succeeds in shifting a tax to the consumer by charging 
a higher price for his product, that does not necessarily 
Inean that the producer remaines unaffected by the tax. 
The higher price may cause a fall in the demand 
for the product so that the producer will be forced 
t£» curtail his output and thus his income would fall. 
This fall in income may have adverse reaction upon 
the incomes of wage-earners, the suppliers of raw 
materials etc. The effects of a tax, therefore, relate ft) 
^alLthis- C.hain of~ repercussions* But the incidence refers 
only to the ultimate money burden of the tax. 

Formal and Effective Incidence 

yrsula Hicks has spoken of the formal and effective 
incidence of the tax. 

“In the first place there js the statistical calculation 
of the way in which the revenue collected from any 

* Ursula K. Hick* : Publ/e Finance p. 158—160 . 
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particular tax over a given period (usually a year), namely, 

the difference between the factor cost and the market 

\ 

price of the product .on which the tax is assessed, 
is distributed between the citizens, (for convenience group¬ 
ed according to their income levels) j or, alternatively, the 
proportion of people’s incomes which goes not to provide 
the incomes of those who furnish them with goods 
and services, but is paid over to governing bodies 
to finance collective satisfactions. The result of this 
calculation may be called the„ Formal Incidence of the 
tax—or if we add up the distribution of the revenue 

from all taxes, of the tax structure. The calculation of tha. 

V " N ~ J T 

^Jjprmal incidence is of great.social interest in connection 
with questions of the distribution—and redistribution 
—of income ; it is also of gr eat economic importance 
to the government when planning the national output' 
in order to maintain a high level-of economic activity,’ 
since_it__enablqs^ them to predict whether the reaction 
to a given tax change will mainly take the form of 
a restriction of consumption or of a reduction in saving. _ 
“Important as it is, however, the calculation of 
formal incidence tells us nothing directly of the tax¬ 
payer’s reaction to a change of tax, and its conse¬ 
quences ; it is precisely with these questions that the 
second concept of incidence is concerned. In order to 
discover the full economic consequences of a tax 
we have to draw and compare the two pictures—one 
of the economic set-up (distribution of consumer’s 
wants and incomes, and allocation of factors), as it is with 
the tax in question in operation ; the other of a similar 
economic set-up, but without the tax. It is convenient 
to call the difference between these two ' pictures 
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the Effective Incidence of the tax. It will be seen th$t 
it must often be a very complicated picture, and 
moreover, since both situations .cannot exist together, 
one of the pictures must be hypothetical, established 
by reasoning and not by observation. 

• “The establishment of effective incidence thus calls 
for a systematic chain of reasoning, based on observation 
of such factors as demand, cost and marketing conditions 
(in case of outlay taxes), and as the distribution of 
income and wealth, the,degree of industrialization and 
the typical size of the firm (in the case of income 
taxes). Wherever possible the reasoning should naturally 
be supported by statistical evidence, but owing to the 
complication and interrelation of many of the factors 
concerned, statistical evidence can hardly be more than 
a support for the deductive process. It is only when 
this chain of reasoning has been carried through in 
respect of each - category of tax that we can be in a 
position to state which taxes are to be preferred, and 
wjjich avoided, from the point of view of the criteria 
of policy." 

4 

Elasticity of Demand and Supply 


The incidence of a tax on a commodity is generally 
determined by the relative elasticity of demand and 
of supply. Firstly, other things being equal, the mogg 
elastic : the demand for the object of taxation, the more 
will*thgincidence of the tax be upon the seller. Secondly, 
other things being equal, the more elastic the supply 
.pf the ifffr ject o f the*more wui.ffie incidence 

& 
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to the price when the demand for tea is elastic, 
consumers will buy a less quantity, the demand falls off 
and thus the sellers cannot shift the burden of the tax 
to the consumers. In this case the incidence of the tax 
will be upon the seller. Again, if the de mand for tea 
is inelastic, then higher prices w ill be paid by buyers and 
the incidence of the tax will be entirely on the b uyers . 
On the pther hand, if the supp ly is elas tiq. the supply 
will fall off as a result of the increased cost of production 
due to the tax and the buyers will, not be able to 

*• .«« * I 

resist the rise in price. In short, a struggle goes on 
between sellers and buyers. The sellers try to put the 
ipcideece^on the buyers by reducing sup pl y , the buyerstr y ' 
to put it on the sellers by reducing demand. The relative 
ability of the sellers and buyers to hold., their g^opnd 
determines the incidence of the tax. The net result 
may thus be summarised : The incidence of the tai 
on tea collected from the sellers would be wholly-on 
the. buyers, if ,, as a result of the tax, ’ the pri ce rises 
by the full amount ^>f the tax. The incidence will 

^ 1 ' • • . V . '..no . k 

be wholly on the seller if inspite of the tax the priqe^ 
does not rise at al]* The incidence will be partly on 
Ihe gellqr and partly on the buyer if the price partially 
_rise§Jieauise of the ta^ 

The deigand for luxuries is generally el astic and 
the demand for necessaries generally Jne lastic. A 
tax on lu xuries tends, in general, to raise their pnce~" 
by a smaller amount than a corresponding .ta± on 
necessaries. Hence a tax on luxuries cannot be easily 
sliliteS' because sf the price is raised the demand will 
fall off considerably. But nn neceMarips can be^ 
easily shifted because the buyers will be willing to 
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a higher price ra ther than ..forego the consumption 

of such articles. " ~ ; "" ~— 

The. demand fgr a oqmmcxfity is. made elastic by 
the present of ^substitutes. Suppose, only one comnfodity 
in a group of substitutes is taxed 1 , others remaining- 
untaxed. In this case the # tax on the commodity that 
competes with untaxed substitutes is difficult to shift 
to the consumers. ’ 

Some commodities are in joint demand* and some 
are in joint[' supply. Thus there is a joint demand 
for pen and ink and a jdint supply for mutton and 
wool. At tax on one of such articles may, under favour¬ 
able conditions, be partly shifted' to the consumer or 
producer of the other commodity that enters luifo the' 

V - "***" '*■«'*•* IT-’* *' - •**. 'i* “ **• * 

joint relation. The seller of mutton if he fails to 
shift the tax to the consumers of mutton would try 
• to raise the price of wool to compensate for the smaller 
ptttfit on mutton. The jpeidenre of th<» 
therefore, is partly on the_con5»mgrs of wool ^ 

The time element cannot be ignored in the study of 
tbe incidence of taxation. In the sh ort run a manu¬ 
facturer may be forced to bear a tax rather tEarT” 
jraise the price of_ his product and lose his mar ket. 
In the lon g run_ the supply may be quite ' elastic and 

^get^itself_adjusted to conditions of . demand-. In the 

short, run because of the perishable nature of the goods 
produced or because of investment: of capital which 
canuo^ be immediately withdrawn* a producer may haye ^ 
tQ j£»r the tax. But In the long run"prodffcers"lak& 
the tax into their calc u latiq n* and a djust the supply to 
the changed^ circumstancf^ ’As a consequence, there 
wflThe'a re-adjustment of'incidence. 
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Competition and Monopoly 


M W P flrt ^1 1flr ’time under competition, several 
producing with different unit cost of production 
may sell their products at the same price. The 
unit cost 6f production of the marginal firm and the 
selling price of the commodity tend to equality and 
the superior firms earn profits. Suppose, a new tax 
is imposed. If the tax is imposed upon the product, 
the superior firms may bear the burden themselves 
without raising the price. a result the original 

marginal firms would be driven out of existence) Or, 
the tax m ay be shifted to the ^onsnmefg through 
increased prices and the r^pectiy^'positions of different 
firms niay remain unchanged. . If nhe tax is imposed 
on profits, it will be very diffic ult to shift. The ^marginal 
fir^ 5 _do-not_pp,y the tax because they make no profits^ _ If 
l the superior firms decide to shift the tax by raising prices, 
\ they would lose many of their customers in which case the 
1 marginal firms would gain. If the rate of tag; goes up 
as profits incre ase, it is very difficult to shift tfoe taT- ^ 
A monopolist has generally a great control over 
the suppl y of his products^ He can adjust the price 
of his product to charges in demand in such a way 
as to secure the maximum profit. If a tax is imposed 
on the commodity the monopolist must consider the 
whole position. If the tax is very ^small t he monopolist 
may bear the burden himself and not raise the. price 
at all. , V the tax is rather Jifravy the monopolist shall 
have -to try to shift the lax or a part of it, to cons¬ 
umers b^char^ng^a higher j>no£ Eventually.,th«e 
may be a contraction in his sales mad an increase in 
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the unit c ost of prod uction. But he has no fear d 
rivals for the commodity -tax would affect all equally 
If the tax is proportional to the* amount produced . th< 
monopolist would retjuceTiiis outuilt and raise 


If the tax is lai 

it would be difficult for him to 
has already fixed the price at the 
net revenue he cannot raise the ; 
of compensation. Buie tax is imp 
or lump s um'- impos t on monopolist ga ins or profits, 
it will not be shifted to tfld consumers. 

From, the above it is clear that the problem of 
incidence is intimately bound up with the principles of 
price determination. * Tax shifting is now recognised as 
a problem in price* determination. If taxes have no 
effect upon prices, they are usually not shifted. 

Forward and Backward Shifting 

When the Jax is shifted forward, the price which 
constitutes the medium of shifting, increases. If the 
tax is completely shifted, the price rises from the original 
level by the exact amount of the tax. Forwa rd shifting 
is possible from the producer to the consumer or from 
the seller to the buyer. 

Conversely] when the tax is shifted backward, the 
price which is the medium of shifting, decreases as 
compared with what it would have .been because erf the 
tax. There are some conditions in which the buyer 

j 9 * « 

of a taxed article mayshift the tax, or a part of it, back¬ 
ward to the seller in the form, of a lower buying price. 
Of course, in every case, we must know who is the original 
subject (or payer) of the tax as intended by the government. 
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If the government intended to tax the seller and if the 
seller in his turn succeeds in shifting the tax, or a part 
of it, to the buyer by raising the price of his produce, then 
it is* a case of forward shifting. Again, if the government 
intended buyers to pay the tax and if the buyers succeed 
in not paying a price higher than the original price then 
it is a case of backward shifting. If the retail merchant 
succeeds in passing taxes on merchandise forward to the 
consumers in higher prices, then it is a case of forward 
shifting. If he succeeds in passing the' taxes’ back to 
wholesalers or producers byforfcfng them to accept lower 
wholesale prices, then it is a case of backward shifting. 

^Possibly the retail merchant may distribute the tax 
among consumers, producers and possibly among his 
employees by reducing wages etc. Ifi that case we notice 



Direct Tax and Indirect Tax 

A clear understanding of the incidence of taxation 
enables us to grasp the difference between direct aq4 
indirect taxes. A direct tax is one the impact and incidence 
of which are upon the same person, that person being 
the one upon whom the government intends to levy the 
tax. Thus income tax is an appropriate example of 
direct tax. The person who earns the income has to pay 
the tax to the government and at the same time, has to 
bear the ultimate money burden of the tax. He is 
not in normal circumstances in a position to shift 'the 
tax to any other person. In exceptional cases- income 
tax may be an indirect tax; as judged by its incidence. • 

• Sm Chapter on liwpm* Tex. 
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A tax is indirect when its impact and Incidence are 
upon different persons. Thus, if the producer or seller 
pays the tax to the government in the first instance 
and succeeds in shifting the tax to consumer^ or 
buyers by raising prices, it is case flf indirect taxation. 
Customs and excise duties, are generelly indirect taxes. 
Taxes on consumption may broadly be regarded as 
indirect taxes. 

It it necessary to judge the comparative 'advantages 
and disadvantages of direct aud indirect taxes. 

The Advantages of Direct Taxes 


1. E quity. Direct taxation conforms to the principle 
of progression and • permits certain adjustments to meet 
individual circumstances. It thus adjusts itself to the 
principle of ability to pay. Higher incomes pay taxes 
^at progressively higher rates so that the ability to pay 
foams the basis of the tax. 

2. Elasticity . Direct taxes are a very elastic source 
of revenue. Their yield automatically increases as the 
national income increases. 

3. 

he is 
estim; 

tax and adjust its finances accordingly. 

4. . Economy. The cost of collection is low and there 
is no wastage because the tax is paid to the government 
directly by the taxpayer or his agent. 

5. Social Eff sc*. Direct taxes develop the civic cons- 
ciousnesT of the people. When taxpayers pay a direct 
tax to - the government they feel that they contribute In 
person to the national exohequer. 


'ertainty.^ Each taxpayer knows exactly what 
and the government also is in a position ^to 
r accurately the prospective yield of the 
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TKe Disadvantages of Direct Taxes. 

1. Possibility of Evasion. Direct taxes may be evaded 
by dishonest means e. g. by fraudulent returns. A person 
whose* income is £20,000 a year and is, therefore, to pay 
a higher ra£e of income tax, may not disclose all the sources 
of his income to the government and thus may succeed 
in evading a considerable sum as taxes. 

2. Psychological dislike. Many people like to be 
taxed in the dark as in commodity taxation when the 
tax is included into the prieg,. of the eammodity. But 
the direct payment of a large sum as income tax to the 
national exchequer is not welcome to them. 

3. Inequality. Direct taxes also- involve considerable 
injustice as between one taxpayer and another. It 
is difficult to frame a just basis of assessment for all 
classes. British income tax law has to a great extent 
removed this inequality. In England the amount 

of income tax is different in the case of married and 

+ * 

unmarried people, people without and people with 
dependents and lastly, earned and unearned income. In 
India no such elaborate provision exists. The result 
is that economically the weaker and less able section bears 
peculiarity the largest amount of the tax burdens of India. 

The Advantages of Indirect Taxes are : 

1 Difficulty of. Evasion. It is impossible to evade 
the payment of indirect taxes. Some one at some point 
has to bear the burden of the tax.* 

2. Convenience. The .taxpayer in paying the tax 
does not feel the burden as heavily as in the case of 
direct taxes. Such taxes are-added to the price and 
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the consumer is taxed in the dark. The payment 
of this tax is made in driblets. and not as a lump sum 
as in the annual income tax. In this way it lessens 
the burden. 

3. Productivity. Indirect taxes are highly productive 
of revenues when they are‘imposed on necessaries i.e. 
on articles for which the demand is inelastic. 

4. Equity. Indirect taxes, usually conform to the 
principle, of equity in that they demand a contribution 
from all classes.. Even ijje lower income groups who 
do not pay direct taxes have to pay indirect taxes. Taxes 

on luxuries exact contribution from those who are best 

% 

able to afford such payments. 

5. Social effect. Jndirect taxes may be used by the 
government for social welfare.. Thus heavy taxes on 
such commodities as drugs and stimulants would restrict 
fhe ( consumption of such articles and thus contribute 
to * health and efficiency. Hence some indirect taxes 
are voluntary in nature. Nobody is compelled to pay 
the duty on alcoholic drinks or intoxicants unless he 
intends to consume such articles. 

The Disadvantage* of Indirect Taxes 

1. Inequality. Indirect taxes cannot generally 
conform to the principle of Justice in taxation. Taxes 
on necessaries e.g. on salt or sugar, are paid by alj 
income groups at the same rate. The poor pay at the 
same rate as the ricET~Xyliereas income tax as a direct 
tax is graduated on a progressive scale according to 
individual ability to pay, tie commodity taxes are 
for the most part at a date rate, and are distinctly 
regressive in character. 
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2. Uneconomical. Such taxes may be uneconomical 
from the taxpayer’s point of view. As such taxes are 
frequently shifted to. consumers, prices may rise 
more than necessitated by the amount of the tax. As 
a result the consumer may be compelled to pay more 
than is actually received -by •• the government. This 
may interfere with the most advantageous arrangement 
of economic resources. A tax on a raw material or a 
partly manufactured commodity that is used in further 
production, is shifted forward,in a snowball fashion, 

I 

causing the ultimate consumer to pay a much larger 
additional amount than goes as revenue to tne state. 
This might cause a diversion of economic resources to 
alternative employments. The cost of collection is heavy 
and the customs and excise officials have to maintain 
a careful supervision. 

3. Uncertainty. The government is not in a position 
to calculate the expected revenue from indirect taxes. 
In some cases the consumption of the" taxed articles 
may fall off considerably and thus cause a low yield 
to the government. 

4. No social significance. The method of raising an 
ihdirect tax is so obscure that the civic consciousness 
of the tax-payer is not at all stimulated. 

The Relation of Direct and Indirect Taxation. 

Indirect taxation (e.g., commodity taxes) is very old 
and in the 19th century it provided the bulk of the 
revenue to every country. In Britain the income tax 
was first introduced during Napoleonic wars and was 
repeated after the wars were over. , It was reintroduced 
io» 1842 and since then has proved a highly productive, 
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elastic and equitable form of taxation. Both direct and 
indirect taxes are now used by. the government in 
raising revenues. 

Progressive taxation under which ^income as it xi9es, 
bears a tax at a higher rate is the fairest a% between 
individual tax-payers. Regressive taxation is deficient in 
point of equity. It is sometimes suggested that a good 
tax system should have no- place for indirect taxes 
which cannot be adjusted to the individual’s ability to 
pay and which ere unavoidably regressive, if levied 
upon articles of general consumption. Such a conclu¬ 
sion cannot? however, be justified for several reasons. 

A universal income tax would be highly unpopular 
and difficult to administer. Indirect taxation is the 
most • effective way of levying a contribution to national 
exchequer from the mass of wage-earners. There is a 
gfeat force in the argument which connects taxation with 
representation. 

The principle of progression may, however, be carried 
to .such a point as to lead, in turn, to unfairness 
against the wealthier taxpayers. Beyond a certain point 
progressive taxation would injure saving and enterprise. 
Harm may be done to trade and if so, there will be 
reactions on employment and on the standard of living 


of the poor. Thus the system may break down. 

There are some who argue that there should be 
some tfe gree of equally between the chief groups of 
taxes! -But this is not p practicable proposition. In 
order to obtain the necessary funds for carrying on the 
government of the country, there is no special reason 


why half the revenue shpuld come from direct and 
•the other half from -indirect taxes. The system of taxation 
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must be treated as a whole. The revenue in general should 
be raised as equitably-and economically as possible 
with the minimum interference with the productive 
capacity of the ^nation. In the attainment of this 
object it »s of no importance whether the respective 
ratios are 50-50 or not. •' 

Why Direct Taxes are Increasing Day by Day ? 

I 


In almost every national exchequer to day the propor¬ 
tion of the revenue from income tax, death duties and 
other direct taxes considerably exceed that from customs 
and excise duties. In Britain, for instance, the propor¬ 
tions of direct and indirect taxes are roughly 60 and 40. 

It is often supposed to be a sign of financial virtue to 
“keep a balance” between direct and indirect taxation, 
an idea encouraged by Gladstone's well known simile in 
which he described direct and indirect taxes as “tvo 
attractive sisters” as between whom he intended t6 be 
“perfectly impartial”. 

This idea of keeping a balance is not favoured to 


day. Direct taxes are of much greater importance than 
indirect taxes. The canon of taxation according to abil ity 
*has come to be commonly’interpreted as progressive" 
taxation. We therefore observe in every country a marked 


’ tendency to so devise and arrange the different taxes 

wi thin th e.fiscal., sy stem as a whole , that the distribution 

of the burden of taxation among different income groups 


may conform to the principle of progression. In practice 


direct taxes from income and property may be so arranged 
as to satisfy the ideal of progression. It is patent that 


indirect taxes on consumption often result in the inequity 
of regression, i If the . distribution -of the burden 'of 
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taxation as a whole is to be based on the principle of 
progression, taxes on income and property must exercise 
a more dominating influence than \axes on consumption. 

Another factor which has contributed to the great 
importance of direct taxes in present times is the socialistic 
bias of modern states. gpvernments undertake greater 
functions in the interest of social welfare, the necessity 
for additional revenues increases. To meet the cost of 
social services governments tax the highef income 
groups through income tax, death duties etc, and distribute 
the resources over the lower ihcome groups. This causes 
a desired*redistribution of income. As Hansen has put 
it • “A far more revolutionary aim of social policy now 
appeared above the horizon the full implications of which 
wer.e at first not whdlly visible. Indeed it was introduced 
at first largely as a by-product of the imperious necessity 
Bjf financing great wars and not in response to a well 
thohght-out social philosophy. While avowed socialists 
had their eyes fixed on the goal of social ownership of the 
means of production, the course of events had unexpec¬ 
tedly forged a powerful instrument for the socialization 
oi income. The severe requirements of national defence 
had demonstrated the extraordinary possibilities of progre¬ 
ssive income and inheritance taxation and had thus 
prepared the ground for the utilization of tax measures to 
accomplish far reaching social ends, such as the f more 
equal distribution gf income and the expansion of collec¬ 
tive consumption by. the community as a whole. 

"In the meantime, devastating depressions brought 
to the foreground as never before the problem of business 


• Hansen. Fiscal policy and Business cycles: pp. 115—1 IB. 
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instability. Whereas it had been the Concern of economic 
policy to raise the standard of living, now attention was 
centereaon the promotion of security and stability* At 
first; main reliance was placed pa... monetary policy, but 
the exigencies of the Great Depression compefleiTfor, at 
any rate, led to) enormous expenditures for the relief of 
the unemployed. These were made more willingly in the 
belief that they served th e double purpo se of giving relief 
and also 6f “curing” the depression. Thus, fiscal policy 
was forced into service as a compensatory device more by 
accident than by design”. * Trie aim of fiscal policy is to 
ensure full employme nt of the factors of p roductio n. This 
'policy involves greatly enlarged expenditures made 
possible by progressive taxation. 

Also we must note the greater Civic consciousness of 
people today. We want to know definitely what contri¬ 
bution we are making to the national exchequer. This 
is possible only through direct taxation which offers an 
opportunity of developing greater citizen interest in 
public affairs. 


Export and Import Duties. How to make the 

foreigner pay ? 

© 

Custom duties on imported goods may be imposed 
for revenue purposes only accompanied by correspond¬ 
ing excise duties on goods produced internally. In this 
case the home consumer will have to pay the tax. But 
there are circumstances in which the import duty may 
have to he borne by foreigners. To determine the best case 
for an import ‘duty we mu$t note these facts :— . 

(1) The nature of the demand for the commodity in 
the importing country. 
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(2). The position of the impaling; country as a 
consumer. }. ■ 

If the demand of the taxing country for the commo¬ 
dity be elastic, it is possible that the alteration in the 
equation of indebtedness may be to its advantage. And 
if the taxing country has a buyer's monopoly and the 
exporting country has a selling monopoly, the position 
of the importing country is made still stronger. For the 
elasticity of demand will lower the value of the imported 
article and the absence of any other market will force 
the foreigners lo bear the burden of the duty. Thus 
we fin^ that a foreign producer generally cannot 
shift the burden of the import duty on the shoulder of 
the domestic condhmer if the demand and supply of 

that commodity be elastic and if his products cannot 
• • % 

find any other suitable market except some particular ones. 

To^ ascertain the best case for an export duty i.e. the 
'Conditions under which it is borne by foreigners, we have to 
consider the fqllowing points : 

(1) . The position of the exporting country as a 
producer. 

(2) . The nature of the demand for the commodity in 

the importing country. • 

If the exporting country has monopoly of production 
while the importing country has a great demand for that 
article, then the export duty will have to be borne by 
foreigners who are importing the taxed goods. 

* Specific and Ad Valorem Taxes 

Commodity -duties may be specific or ad valorem. 
Duties levied according to the value of the imported 
commodities are known as ad valorem, e,g, 10% or 20% 
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ad valorem, meaning thereby that the 1 tax should be 
levied as 10% or 20% of the price of the commodity. 
Specific duties are letied according to the bulk or 
mrafter or weight of the commodity, e,g, £2. per ton or 
2s. per dozen, etc. » 

Specific *duties are easy to collect and administer. But 
they usually fall on the coarser or cheaper grades of commo¬ 
dities and are to that extent regressive in character. 

Ad Vhlorem duties are difficult to administer and 
collect. They are also difficult to work • on the 
side of valuation. Hence thef ' are usually charged on 
luxury articles and the incidence of such taxgs falls on 
well- to-do classes. 

Custom duties usually contain both specific and ad 
valorem rates. If the price of one ton of foreign steel is 
known as Rs. 100, then the government can impose an 
ad valorem duty of 20% or a specific duty of Rs. 20/- per ton. 
In both cases the yield is the same. Generally in time/ of 
rising prices the government would collect ad valorem 
because the yield would be greater ; in times of falling 
prices the government collects specific because the yidd 
will not fall. The ad valorem duty is elastic in character. 

* The specific duty applies to all grades of a commodity. 
The producers of the cheapest grades would find it 
impossible to bear the duty. They would raise the price 
and shift the burden to consumers. If the price does not 
rise, the producers would stop or curtail production 
and the resultant shortage of supplies would raise, the 
price and make it possible to transfer the tax to 
purchasers. In the case of ad valorem 'duties, producers 
of cheaper goods do not suffer much because the tax is 
fighter. To the extent that either specific or ad valorem 
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taxes are shifted, they become consumption taxes. If 
not shifted, they become taBfeff on the producer or 
seller. ’ 

General Property Tax. 

A general property # tax is a tax upon property in 
general at a rate uniform throughout the country. It 
falls on personal property like land and ‘buildings, 
carriages and. jewellery, stocks and shares etc. The 
property tax ha‘s assumed different forms at different 
times and its experience in America has not been 
encouraging. 

A general property tax is a flat rate on the’total 

_ - , . - * —— —— ^ * .«VX* 

amount of property owned by any individual and con- 

0 • 

forms to proportionate, not progressive rates. It is 
assumed that the value of property owned is a fair index 
clSability to pay so that equitable assessment and levy is, 
possible. When the cax is applied to all cases uniformly 
there is no possibility of the tax being shifted. Some 
categories of properties are usually exempted from of the 
tax, e.g, the church property, charitable properties, the 
public school, hospitals etc. • # 

The main advantage of the general property tax 
is that it is a tax on funded wealth or tangible property 
which has a tax-paying ability far more pronounced than 
in the case of owners of intangible property. Moreover 
this,tax satis fies the canon of certainty^ 

The general property tax in the American states 
was adequate as long as properties were in the main 
tangible. But when they became largely intangible the 
general property tax was broken up into defined categories 
of taxes. Incomer tax, inheritance tax, taxes on bonds ana 
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atock etc, gradually assumed great importance. It became 
dear that the general property tax could not be main source 
of revenue in any society whose wealth was mainly in¬ 
tangible. 

Sales Tal 


The sales tax is an important source of revenue to 
modem governments. In India it has become the most 
readily sought after source of revenue of the provincial 
governments. It may be of two types—the ylect jye. sales 
tax and the general sales tax. The general {sales tax 
broadens out the base of the tax more widely than can be 
done t>y selecting the commodities oV services to pay the 
tax. The purpose is, therefore, to getthe greatest possi^le^ 
amount of""money with the lowest rate of tan. These 
taxes may be levied on all sales by manufacturers, or on 
all sales by retailers alone or by a combination of two-or 
more of these sources. 


' The sales tax is highly productive and elastic- The 
tax is intended to be paid by consumers. But under 
pressure of competition the average retailer may prefer 
to bear the tax himself or may pass it on commodities 
which can bear the tax. The tax falls upon the rich and 
the poor at the same rate and to that extent is regressfaejn 
character. Two suggestions may be made by way of 
improving the sales tax. Firstly, this system o f direct 
taxation of consumption _ sjiQa ld-J?e uniform throughout 

and local variations id rates should be avoided".' 
Secondly, a purchase tax * is jjscferakle to a safes tax^in 
ivth& aj^e ntificailv evol ^d pur cbase tax enables the Irtete 
mare .easily to tap the different strai 
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The Income tax, its importance. Th$. concept of 
Taxable Income. Casual gains. Should Capital gains 
be taxed f Should wasting assets be taxed f Assessable 
income. Windfalls , unearned increment—justifications 
of taxes pn windfalls ; theoretical and practical difficulties 
of taxing windfalls. «he. Excess Profits tax. The 
question of Income in its time element ; the average 
year metfiod, the previous year method and the current 
year method. Does income tax enter into prices ? Effects 
of Income tax on Savings. The future of Income tax j 
the - counter-cycle function of Income tax. The problem 
of International Double Taxation. 


The Income Tax: its importance. 

The Income Tax is now regarded as a permanent 
feature in every tax system. It is a highly elastic 
source of revenue and the rates of assessment may be 
so adjusted as to conform to the principle of progression, 
thereby conforming to the principle of abi lity to pay. 
The yield of the . incoma-tax can be estimated with 
a fair degree of accuracy. The tax is very productive 
and its administration and collection are economical; 

The equity* of the income-tax has ofteU 
subject of controversy. »It has been said thafc£$hfceto^ 
cannot be regarded as a test* of ability to pa&f^. so 
much depends on individual circumstances aud^EaS^u; 
To meet these objections most modern govert^R|^| 
exempt a certain ’minimum income from taxation, mUk 
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al low ances of various kinds in respect of dependents 
and necessary Business, •expenses^ and taxes unearned 
incotpe at a higher rate than earned income. "’""The 

ftiyiimqm income is a recognition of 
theprinripje of diminishing utility, and also offfie 
fhct that smaller incomes tfear' a much- heavier burden 
of indirect taxation. The income tax has the further 
advantage, that it cannot be shifted. Its incidence is 
upon the payer. .• 

The super tax is the income tax at higher rates 
than the standard rate on large incomes. This tax is 
a recognition of the principle that the utility of incomes 
over a certain figure gradually diminishes. 

The Corporation tax is a tax on the undistributed 
profiits of companies. There may be many different 
bases of levying the tax. European experience 
all points to taxati on of net earnings as the ljfttf ( 
system. In England all corporations are held to be 
persons within Schedule D of the Income Tax and 
consequently they pay a tax on their net annual profits 
or gain. 


The Concept of Taxable Income 


* Two elements constitute an ‘income*. Firstly, there 
must be a flow of receipts during a period of time , not a 
•sudden increase in the money value of assets at a point 
of time. Secondly, there must be a regularity or recurrence 
of receipts. 

Again, theoretically, inpome may be in the form of 
goods and services, while in ultimate analysis, it consists 
ofa flowof utilities. This last has been called psychic 
'•JeufOfne, while the former is called rial, income, both 
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being distinguished from money income in the 
sense. Obviously psychic income cannot be taken as 
the basis for taxation purpose,- since it cannot, be 
calculated and varies from individual to individual 
even ■when their real incomes are the sam^., There are 
also difficulties in ascertaining real income accurately 
and for this reason it is not a suitable basis for taxation. 
But if we confine ourselves to money income only we 
shall not get. a true idea of the relative ability of 
defferent individuals to baar taxation, for the reaTTncome 
of different people will vary. The most important element 
of real income which is not included in money income 
is the benefit which a man derives from living in his 
own house. For this reason the Knglish income tax 
law* converts this benefit into a sum of money and adds 
this to other sources of money income to arrive at 
>W*1 taxable income. Thus, for income tax purposes, 
income means ‘‘money income" together with the benefits 
which a person derives from living in his own house, 
reckoned in terms of money. It should also include 
the value of rent free residence supplied to an employee 
by the employer in computing the former's income, as 
is done in India. 

From the two characteristics of income noted above 
it follows that capital gains or accretions to the capital 
value of assets or chance and casual gains like prizes 
in lotteries should not be included under taxable income. 
But fn the case of professional dealers in shares the 



gain from a rise in the market value of shares would 
be treated as income for income tax purposes since 
there is the element of regularity and recurrence df 
such gains in his* case- 


J 



Should capital gaol he taxed ? 


The subject of capifhl gains is one of the most contro¬ 
versial in the whole field of income taxation. A capital 
gain is the amount of increase in the value of capital asset 
over its c ost* or other basis ,of valuation in the hands of 
the seller. There must be a realizat ion of gain through 
sale or con version ^beforethe question of tax liability will 
be raised. The gain arises out of an appreciation of capital 
value and creates in the hands of the _ receiver' a clear 
capacity to pay taxes. It is tfsuiflfy of the irregular sort 
occurring outside the normal course of earning one's 
income. Corresponding to the capital gain is the capital 
km which is realized when the asset is sold or exchanged 
at a figure below its cost. . . 


Lutz points out • that “the value of the capital asset 
may change be cause of variations in earning pro spects ; 
or it may change because of pri ce variatio ns, even thoifgh 
there be no difference in physical output of goods and 
services ; or it may change, regardless of any of the above 
variations, because of fl uctuat ions in interest rates. In 
short, the capital value, or the value of the capital asset, 
is«no more than a reflection of the true income. This 


a 

capital value is the image in the mirror. It may be 


magnified by price increases or by a decline in the 
capitalization rate ; or it may be reduced to less than life- 
size by changes of prices or interest rate in the respective 
contrary directions. It is mistaking the image for the 
reality to regard the changes that* occur in the reflected 
and derived value of the ^capital asset as being, in any 
s$nse, income. There should be no confusion as to the 

V Lutz: Public Finance (Fourth Edition) p. 410.’ ...j. 
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diflerencc between income and capital value. The latter 
is never income.". 

“The recognition of a realized capital gain as income 
implies that the gain is in some way severable, that it 
can be diverted to consumption or in payment of tax, 
without impairing the wealth of the owner. The man 
in the street would certainly consider that such a gain 
is severable and spendable without adverse effects. This 
belief underlies the conception that a capital gain is 
income; It is, however, without foundation." 

By strict economic definition of income as a flow from 
a fund of capital, capital gains and losses do not qualify 
as income. They afe increments or decrements to capital 
value. They constitute a class of taxable incomes which 
have certain striking peculiarities. They are fluctuating 
in character. Their incidence is upon large income 
gfaips. They are often manipulated to gain tax advantage. 
They depend vqry much upon the course of prices and the 
business cycles. Hence if capital gains are taxed, capital 
looses must be given full and equal treatment as deductions. 
Taxation of capital gains at the usual income tax rates 
introduces a friction into the capital markets which creates 
instability and thus makes difficult the performance of 
their functions of channeling savings into investments. 

On the other hand, capital gains dearly r epresen t 
abilit y to pay taxes at jhe time of their real isation. To 
tEe^professional speculator, capital gains are clearly his 


income, 
or saved (dr 

future, income. 

* •*«***#> 



UK 

* 

without disturbing the prospect of 




On balance it appears tha t cap ia 


not 



any special treatmen 



1 gains and lo sses do, 
important - thing 
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that ca n be suggest ed is to avera ge such incom es over 
a pe riod j?£..tame. That'' • woufti enable the government 
to measure the ability to pay of fluctuating incomes as if 
they were constant. * 

The opimpn of the Royal Commission on Income Tax 
in 1920 is illuminating. “It‘ is impossible to balance off 
the arguments for and against the taxation of capital gains 
without a complete knowledge of the productivity of the 
tax. If in fact it yields a large amount of-revenue it can 
perhaps be justified. But at would need to be extremely 
productive to make it worth while and it seeips that in 
all probability it is not productive. It results in some of 
the most complicated provisions contained in any statute. 
It is exceedingly difficult to administer. It is not only 
a source of irritation, uncertainty and annoyance to tax¬ 
payers ; it is also frequently a very costly matter for them 

to substantiate their values. It hampers business* by 

• 

making capital less liquid. It holds up and prevents 
transactions necessary to the welfare of the business 
community. It bears unequally on tax-payers with 
similar transactions and it discriminates in favour of the 
wjmlthy." 

Prom the total money income as thus computed i.e. 
from the gross income are to be subtracted certain elements 
in order to arrive at the net or taxable income. These 
elements may be classified nnder two heads ; (1) expendi¬ 
ture incurred in earning the income, including interest 
paid on indebtedness in the case of business firms though 
not in the case of individuals ; (2) those relating to the 
depreciation of capital, including allowances for wear and 
tear and for the. exhaustion of • wasting assets, together 
with a reasonable allowance for obsolescence. 
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The question therefore arises : should wasting assets 
like mines be taxed by means of an income tax ? The lairs 
of both Great Britan and ILS-A.'recognise that in the case 
of certain wasting assets (e.g. plant and machinery) it is 

necessary fa allow the owner as a*set-off against the 

% 

income of each year an allowan ce repr esentin g the 
amount the as sets have decreased in value in ..that-^Mj. 
Otherwise, it is thought the tax would fall upon capital as 
well as upon income. In oirder to avoid confusion the 
wasting-which occurs when assets are employed is divided 
into depletion, depreciatibh and obsolescence. 

It is q4 m i tte( * that income from wasting assets must be 
regarded as different from non-wasting assets. Some allow¬ 
ances must be madfi for the man who used up his capital 
in ten years in order to gain an income of £1000 a 
year as against the man who derives an annual income 
of £1000 and also has ■ his capital intact. The 
{ferable capacity of the first man is certainly lower than 
that of the second. If the income tax is to be a 
tax on income, it seems inescapable that some allowance 
must be made for wastage of capital invested or laid 
out. Income in its real sense is a vain, a yield either from 




capital or labour. Minerals which cost £10,0Q0 
and yier<TTfie~ purchaser £1000 a year for ten years by 
which time they have been exhausted, have not yielded 
any real income. The purchaser has had no yield on his 
.investment and remains in the same financial position. 
Sufh taxation would, therefore, be a tax on capital. 

Against this it is argued that when one buys wasting 
assets like mines, he does with full knowledge that 
no reduction from income on account of the wasting of the 
assets will be allowed him. He must, therefore, pay a lower 
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price by capitalising the income tax and deducting the 

■ 

capitalized sum from the total price. As capitalization 
takes place there is ‘•no real burden. Any exemption 
from income tax now would confer special benefits on 
the owners of wasting assets. 

Coming - back to the question of taxable income, we 
have got to take note of the family circumstances of 
tax-payers. Should there be any allowance for wife 
and children ? 

When comparing the relative ability -'of individuals 
to pay taxes, due allowances must be made for the 
family circumstances of taxpayers, for the family cir¬ 
cumstances of two tax-payers having the same taxable 
income may differ widely. For this reason some allow¬ 
ances are granted in respect of wife and children in 
most countries before fixing the amount on which an 
individual is required to pay the income tax This 
amount is usually known as the ‘assessible inavtfie' 
and it is found by subtracting those allowances from 
the taxable income. * 

The reason for making allowances in the income tax 
in respect of a person's wife and children is two-fold, 
firstly, equality of the sacrifice by different taxpayers 
cannot be attained unless regard is had to inescapable 


family burdens. Secondly, where the income tax system 
is a co-relative to indirect taxation, such allowances 
are necessary in .order to corral the* anomalies of the 
latter. Sometimes, however, such allowances are counter¬ 


balanced by including any independent income^ which 
the wife and children zqay have in the incomes of the 



• Stamp : Fundamental Prindptaa of Taxation. P. T%—92 
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head of the family fot income tax purposes/ so that the 

unit of taxation tends to become the family, rather thgti 

the individual. But such a procedure has no foundation 

in the principle of ability even though it may be justified 

on administrative grounds in order to*prevent evasion, 

• • 

Taxing Earned* and Unearned Income 

Attempts have been made to classify incomes as 
"earned” and “unearned”. Earned incomes 'flow from 
wages, salaries etc, whereas "unearned" incomes flow 
from dividends and intefftt which are assumed to flow 
to the reijjpient without effort. 

Many arguments are offered in favour of taxing 
earned incomes at'lower rates than unearned incomes. 
It is said that smaller income groups depend almost 
exclusively on earned income for their livelihood, but as 
incomes increase, a larger and larger portion ordinarily 
&»es from investments. Income from relatively safe and 
permanent investments is ttjoxe . ixftayi tEan earned* 
income. A considerable part of higher . mcgtn es is s aved 
afid investedto produce an increasiqgJncomfi»_ 

“Many of the above arguments may, however, be 
subjected to criticisms. The income from investments 
may very often be less certain, than wages and salaries from 
steady employment. Ag a in,, much of the so-called „ 
unearned income from investments may be the reward 
for skill an d r isk in investing. 

Jt is not "practically possible to distinguish dearly 
between earned and unearned income for tax purpose. 
The most practicable • way of taxing unearned incomes 
is toexempt lower incomes from taxation altogether and 
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Taxation of windfalls ; unearned Increment. 


In a broad sense we'-mean by windfall an unexpected 
and.irregular receipt which is not required to call forth 
any economic effort. Pigou uses the term ‘windfall' in 
a narrower sense to mean accretions to the real value 
of people’s property which * are ’not foreseen and are not 
due to economic effort „or sacrifice. • In practice it is 
windfalls in this narrower sense which are most often 
subjected to taxation, the two chief instances being 
taxation on the so-called increment value or public v alue of 
land and taxation on wartime excess brofits. 

m m sm ^ ^ 

Various justifications have been put forward for 
different types of windfall taxes. It is sometimes said that 
all such taxes may be justified by the theory of “special 
ability” according to which a windfall, by its very nature^ 
is a fit object of taxation, whatever be the total income 
of the recipient, in as much as it is unexpected and^un- 
necessary to sustain economic offorts, so that a reduction 
from a windfall accretion connot be supposed to entail 
any sacrifice for the recipient. Obviously, this is a 
different approach from the ordinary theory of ability 
£nd there is thus a theoretical difficulty arising from 
the possibility of a conflict between these two aspects of 
ability in particular cases, as, for example, when a very 
poor man receives a windfall which nevertheless does 
not make him very much better off. 

Another justification put forward specially in con¬ 
nection • with taxes on the increment value of land is 
that such increments are social ly created and therefore 


* Pigou ; public Flntnca, Chapter XVI. 
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a fit object of taxation. But obviously this doctrine 
is of limited applicability. -Pjgou thinks that the 
justification rests on certain presumptions about the .way 
in which windfalls are in fact distributed. He recognises 
that if there is a windfall accretion to oxje portion of 
a man’s property but dt the same time a windfall 
decrement to another portion of his property, there is 
no justification for taxing the windfall increment. But, 
in practice, such windfall decrements cannot be brought 
into account and he, therefore, refuses to recognise them, 
and inspite of the theoretical flaw urges the taxation 
of windfall increments. 


In connection with wartime excess profits Stamp 
urges that such excess profits are due to elements 
supplied by the state which has, therefore, a r ight to 
demand payment for them. The amounts paid in excess 
profits • taxes are, therefore, a b usiness expense out of 
gross profits before they can become income at all, so 
that the tax element is in the background as it were. 

.Thus the justification of such taxes is not simple 
and straightforword. 

Apart from these basic theoretical difficulties , there 
are practical difficulties in the formulation and admin- 
istration of windfall taxes. Thus in the case of increment 
taxes on the value of land, it is necessary \o distinguish, 
between apfiarent and real increments. An appare nt incre- 


ment might arise either if the general level of prices 
rises* during the period .under consideration or if the 
rate of interest on long p eriod investments^ falls. It 
is necessary to make proper allowance for such chang es 
of prices and rates o£ int erest i n Jfee. formulation 




the tax on increment values. Besides, there may be 
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real increments which are definitel y anticipated an d 
discounted and are not, therefore, true windfalls. 

XgaihJ in the case of excess profits tax, it is necessary 
to be very cautious in estimating the true excess profits 
over and above the normal profits of a business. The 
determination of normal profits is not an easy matter, 
for it is necessary to make allowance not only for the 
high level of prices during the war and of the chance 
that prices would remain high for sometime after the 
war, but also of the prospectc«which the business had 
of an increase in its profits even before the war. To 
take the actual profits in the years immediately before 
the war as the normal profits without making the 
above allowances is not justifiable. Again, it is necessary 
to make allowances for new capital investment ‘and 
extra work in wartime and also for the chance that 
some of the new machineries installed during the jpar 
would be of little use when the war is over. Allow- 

i 

ances of this latter kind have been made iu the E* P. T. 
laws enacted during World War II, but not allowanaes 
of the former kind, except to a limited extent, in 
pertain cases. 

Excess Profits Tax 


During first World War and also during the second 
World War many governments resorted to taxes on 
so-called ‘excess profits'. 

The question is—what is. an excess profit t* It 
must 'be noted that the term excessive profit is not 
«used. ‘Excess profit’ indicates the profit that is in 
excess of some -standard amount. The scope of the 
tax was rather narrow. All branches~of industry““ahd 
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the alternative methods of raising it seemed to carry 
still greater objection? than the profits tax itself. It 
was pot the positive attraction of the profits tax but the 
revulsion from the idea of a capital levy or a system of 
consumption^ taxes which decided the issue ; i.e. while 
they did not find the frying pan comfortable, they 
preferred it to the fire.'’ 

The distin ction between profits and income is not 
very clear . If an accountant carries on his profession hy 
himself^~h is earnings are called income while if he acts 
in co-operation with other accountants, his earnings will 
be called profits. Hence it is suggested that f an excess 
income tax would be more equitable than an excess profits 
tax because a shareholder in an excess ..earning company 
may be a poor man and yet he is taxed equally with the 
rich. Besides, it may just happen that the receiver of 
of excess profits may be incurring losses elsewhere and 
total income may be diminishing. In such cases the tax 
would clearly be unjust. 

But the excess income tax would have many short¬ 
comings. this tax is l evied, increased wages—which 
are necessary.for. higher productivity and for ^stimulating 
war, efforts—would have to be taxed. Again, if ex cess in- 
c ome taxis-Ievied, profits of partnerships may be kept in 
res erve funds without being distributed, at ^aJl. Hence 
this system cannot be accepted in preference to excess 
profits tax. 

Hicks and Rostas in Taxation of War Wealth suggest 
that both excess profits tax and exce ss inco me tax should 
be levied .s imultaneously 'with the reservation that the 
exemption limit should be placed atTa^hi gli level and 


INCOME III ITS TIMS ELEMENT 


101 


60% or 70% instead of 100%. This would exempt wage ^ 
earners" who" fall in the exemption limit. The danger 
oftax*evasion is removed because of the excess profits tax. 
Moreover, by putting excess profis tax at 60% or 70% 
Government would be keeping the economic incentive 
motive. A 100% tax would make the people turn to 
consumption instead of saving. •*’ > 

\ As_--soon as the war washover the tax was repealed 
in almost all countries. tPKe excess profits tax does not 
suit normal peace tim expeditions. I ts only justification' 
in peace time would be to stop monopoly~proflfiTafid 
discourage monopolistic organization and practice. Bnt 
there are more diiyct „gnd,ejjgeSiye methods of dealing 
with the_moncq>Qly _problem. N^hf^excess profits tax 
would in peace time certainly discourage risk-taking 
and affect the efficiency of production. 

In urging the repeal of the excess profits tax, Secretary 
of - the U. S. Treasury Vinson argued that the tax was a 
strong, impedirfent to business reconversion and expansion, 
that it was erratic and frequently irregular and that it was 
an obstacle to full employment. * 

Some in its time element; comparisons between 
the average year method, the previous year method 
and the current year method. 




The taxation of income requires a 


computation 


gfcjncqjne relatively to ^.cJiAI^ ^^ _time.as igdk &tes a_ 
person's ability properly and at the same time enables 

the tax t,o be realised at stich a time as is most convenient 

% 

for the tax-payer. As Stamp says, “the “base’-’ of the tax 


* Hairing* before the Senate-Finance Committee on the Revenue Act 
of 1945, 7*th Congrats,.1st Session. 
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must be . a long enough period to give a fair average 
indication of means but it must not be so extensive that 

' r 

the time for paying a tax does not follow closely, upon 
the period over which it has been computed.” * But 
in practice these principles do not lead to a single uniform 
method for determining the base period for computing 
income. Considerations regarding a proper indication of 
tax-paying ability point to the need for taking the average 
of several years' income as the basis. This js known as the 
average method, and has until reoently been used in Great 
Britain where the average of three previous years’ income 
was taken for income tax purposes. On the other hand, 
considerations regarding the closeness of the interval 
between the base period and the time of tax payment point 
to the taking of the income during the immediately 
preceding period or the previous year as the base. This 
has been the practice in India and the U. S. A. 

Obviously each of these two methods has certain 
advantages and disadvantages. The chief merit, of the 
previous year method is convenience to the taxpayer, 
while its principal defect is that the base is too narrow 
to give a proper indication of taxpaying ability. This 

defect is absent in the average method which, however, 

% 

suffers from the defect that it entails inconvenience to the 


taxpayer because, human nature being what it is, he is not 
likely to save up in years of good income for meeting 
taxes two or three years after when his income may have 


fallen very much. This defect becomes very important 
during a period of ec onomic disturbance when incom es 
fluctuate from year to year and rates of taxation are also 


+ Stamo : Fundamental Prindbht of Taxation ; o. * 
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Pot this reason the average method 
has been losing ground even in England. Stamp points 
out that the average method has one special advantage for 
the tax-payer, for it diminishes the actual burden of the 
tax on a progressive scale. Thus th# tax to be paid on 
£2000 per annum mad* in. three successive’ years will be 
considerably less than that over the three years if the 
income is £1000, £2000 and £3000 respectively, for the 
rates of taxation increase with increases of income. 

In general, however, in these day 8 economic 
disturbance and a lmost year ty re vision_ of t a xes, it would' 
be better to jcely on the previous year method. During 
the seco nd World War, howeverpThe b asis' was s hifted, 
to thgjac o m e of the curre nt year in many countries though 
even normally it is applied t o income from salaries t hrough 
d eduction aT source . It is apparent that the current year 
method has defect of the previous year method and further 
that it is not possible in many cases to calculate current 
income properly. This method has been sought to be 
made good by providing f or adjustment s through 
refunds etc in later ye ars b ut it is obvious that this is 
ffltely to lead to administrative difficulties and li tigation. 
It does^hot safisFy'cbhditions'onnterpreting ability with 
reference the time element in a proper manner. 

\yDoei Income Tax enter into Prices ? 

The income tax is generally regarded as the direct 
tax par excellence, in the sense that it is not shifted by the 
taxpayer. This general opinion is supported by the 
Colwyn Committee * who argue that the inc ome tax paid 


(I) Tha Colwyn Commlttaa Raport 
paragraph 438. 
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businessmen cannot be shifted by them on to consumers 
in tfagjfoniutt. hi gher pr ices. Among the various argu¬ 
ments put forward by the committee to prove this, the 
most important is that prices are gov erned by the cost of 
production of the marginaTfirm which earns no profit s and 

in —mmm !■» .... . 1*. • 9 - -*-*-••*-**••—•*■ 

therefore does not pay the .inoome tax so that the total 
quantity supplied on the market by different producers 
cannot be affected by the tax and there is, therefore, no 
reason, why the price should be changed because of the 

^ k 9 •* ' ***** 

tax. „j[f the marginal producer had to pay the tax, he 
would have dropped out of business, the total supply 
would thus have been diminished and prices wfculd then 
have risen because of the tax. But the marginal firm does 
not pay the tax and so the income tax does not enter into 
prices. 

oberijsnt^ points out that if this theory of the deter¬ 
mination of prices by a no-profit marginal firm were correct, 
all profits would have been of the nature of rent, that is, 
a surplus, and in no sense a reward fitfr business ability 
and the undertaking of risks. \^Pfie true theory of the 
determination of profits is that it is the marginal cost of 
the representative firm which governs prices in the long 
Period and this marginal cost includes profitsjjecause the^ 
firm is a representative one. As regards the marginal 
fiQaJt is to be noted that price covers this firm's average 
cost and not its marginal cost, so that this firm product 
a portion of the output at a loss and cannot be expected 
to survive in the long period*. Sipde the cost which 
determines price relates to the representative firm- which 
does earn profits and, therefore, pays income tax, it follow? 
that this fi ryo. wilLTedu.ee output and the b etter firms wi ll 
also reduce their output to some extent because of the tax 
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and in conseque nce, the pric e wo uld be raised. Fjxua- 
consi derations ^of pure theory it does notTtHereJore, follow 
that the income tax does not enter Into prices. Robertson" 

^ -v i il l' 

however, concedes th at the eff ect of the income tax on 
prices will" be noticeable^ o nly "t here is aconsf " '' 41 
rise in~the income” tax, sustained for^aTsuSeien tiy ton g 
time. TnHe cannot be any question^oT a small rise in 
the”income tax affecting prices within a short period of 
a year or two and for practical' purposes it can ^generally 
be ignored. The theoretical issue relates to long 
period effects. * * • 

>. Jfiffecta of Income Tax on Savings. 

T he ordinary income tax falls on th e who l e income 
of the tax-payer , irrespective of the use to which any par t 
of it may be put. It has b een held that t his leads to a 
disc rimination against the saving s^use of jpfpmp since 
part ot income which is saved is subjected to theincome 
tax in t he year in which this part is earned, while the 
fruits of tfoe saving i,e, the income from this save<fportion 
is * taxed in every subsequent year in which it accrues, 
so t haT~The total amount realised in taxation over the 

1 ■ i im— mi*. rA.** M ■" 

the saved portion together with its annual yields is muc h 
greater than the amount realised in taxation from the 
other portion which was consumed, smce it can be subjected 

— , , _- I** -- *•*>•*« i *> — 

to taxation only once, viz, in the year m which it is earned 
and spent. There is thus a double taxation on the saved 
portion .of the income; along With its fruits. Stamp, 
however,^ dissents from thi^Vidw^ and "argues” that 
t^ere_ is no ground for a ddi ng the ta xes on the yields of 


the saved portion to the' tax on the sav 


red portion ffse 
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since those yields constitute different incomes resulting from 
'waiting, and to exempt them from taxation would amount 
to the exemption of income from waiting from taxation. 


Bven granting this contention, it may be pointed out 
that nevertheless t here is discrimination as between th e 
t wo uses bf income in the ygar of taxa tion, the effect 
of which is to discour agejayinga^fro so™,? extent. 

The Colwyn committee has analysed the effects of 
the British income tax on* the savings of different income 


groups in the following way : 

(a) Incomes upto £506 a* year. It is probable that 
this class pays income ta x ou t oL what would • otherwise 
be spent on consumption. To this extent income-tax 
does not reduce savings. 


(b) Incomes between £500 to £2000 a yearj* The in¬ 
centive to economy is particularly strong in the case of 
the married tax-payer, who feels the pressure of the tax on 

ft • * 

his smaller margin for free spending or saving. The 
income tax by reducing the tax-payer's - current income 


inclines him to economise in order that his savings may 
suffer as little as possible. But it may still be asked 
whether he would not be discouraged by the knowledge 


that, if he invests, he will have to pay again on the 
yields of such investments. The answer depends on the 
’ outlook of the individual. The man with a 

main, object being tfijay.by for- future^ needs, the income 
tax will not enter deeply into his 1 calculations. So far as life 
L insurance is concerned, he is encouraged by the fact that 
he will get relief, from tax in respect of his premiums. 
Moreover, the incidence of the tax on the yield of those 
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premiums,’while they accumulate in the company's' 
hands, is practically concealed from him. 

(c) Incomes above £2000 a year. 

Progressive taxation hits this class severely and in-* 
come tax does entrench too heavily* upon the essential' 
supply of capital. It is tru ^ that against tffis h ag to be 
set the very large amount oTde'Bt interest received by the 

, y |j-- » •• *"*• *** ’ * '•'++-J-U.S - -, , . 

members of tie supertax class. 

■ ■ 1 i~~~i i rr~ ii i i mnEr ~ ^ 

The Future of Income tax : t he Counter-cycle 
function of Income tax* . 


The main reliance of the Exchequer in future would 
be on direct taxation. And among the direct taxes the 
most important is income-tax, by far the fai rest and most 
flexible of all fiscal instruments. To-day even wage- 
earners pay income-tax. 

In its function as a universal direct tax the income 
tax suffers from three defects. 

(1) It is somewhat too complicated in assessment. 

(2) It is collected in arrear. 

(3) It appears to bear with particular weight on the 
earning of additional efforts. 

But it must be noted that the income-tax serves soqk 
important purposes. 

(1) It is a universal proportional tax, subject tc 
allowances, on almost all incomes. 

(2) Together with the surtax;* it is a steeply 
progressive tax on the incomes of the middle class and 
the rich. 


(3) It is a tax on the profits of business. So long 
as rates were low, a single tax to serve all three purpose* 
had great and obvious advantages which outweighed any 
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defects. But it would be a suprising coincidence if the 
structure and the rates appropriate to one purpose were 

W I 

also the best for the other purposes. The time has 
/prpBfibly come to devise separate taxes for each purpose. 

(4) The Income-tax may also be used_as an 

instrument of c ounter-cyclical adaptation gf the tax system. 

le do minant^objecrive encounter-cycle taxat ion is to 
encour age priva te consumptio n and/or investmen t when 
the national income is below the full employment level 
and to check consumption and/or investment when full 
employment has been reached and further s pendin g 
would result in inflation. v 

Under.,condi tions of unde r -empl oyment when antici¬ 
pations (producers and consumers) are fa lling, fiscal policy 
?hajl_jnainly, ...depend on_ public spending, though a 
proper tax policy must be of some help. The main 



so much by tax Telief to large 
investment-imcome receivers but by re latively gteat tax 
r elief to lower income s. As there is a rise in ggticipa- 
tions and income at the early stages of a r ecover y— 
prosperity phase of the cycle, tax relief to lower incom es 

be ifl ffieased to discourage the. development of a spe culat ive 
investment boom. At the adva nced stage of the upswing 
in income anticipations, tax burdens on lowe r incom es 

i iHMinyjai. — - - - ' • V— -*-*• • - 

raised. 




Tbe Problem of International Double Taxation 

% ' X ' 

In modern times a large number of persons possess 
properties in more than one country and draw incomes 
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from a number of countries. Besides there are frequent 
changes in the nationality of the owners of stocks and 
bonds through dealings in the stock exchange. Hence 
arises the problem of international double taxatioh of 

• 

the same income by two governments, one being that 
of the country of residency of the recipient of income, 
the other being the country of origin of income. It 
is clear that this sort of double taxation leads to a 

number of undesirable results. 

• * 

In the first place, there is inequity as between a 
tax-payer whose property *s situated entirely within one 
single sttfte and the whole of whose income originates 
within that state, and another tax-payer drawing his 
income partly from his country of residence and partly 
from a foreign country. The inequity arises because of 
the fact that the latter would be subjected to heavier 
taxation even if his income were the same as that of 
the former. 

In the second place, such double taxation acts as 
a # barrier to the flow of capital from one country to 
another and thus prevents the best utilisation of 
resources. 

In the thiid place, it encourages evasion on the pajt 
of the taxpayer and thereby increases the difficulties 
of administration and collection of taxes. 

Notwithstanding these obvious difficulties, this problem 
is bound to persist for each sovereign state will always 
exfercise the right to tax the whole income of its 
citizens wherever originating and - also the right to 
tax the incomes of non-nationals to the extent that it 
originates within its jurisdiction. The difficulties may, 
however, be considerably mitigated if each state agrees 
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to forego its rights to tax as above to a certain extent in 
view of these difficulties.. But this can be done only by 
mutual agreement among different states, and it should 
be Recognised that such an agreement can hardly be 
based on purely economic principles. To suppose that 
international' double taxation arises because of wrong 
methods of taxation is to confuse issues. 

Among certain countries e. g, within the states of 
the British commonwealth, there are such agreements 
in operation and the League of Nations made attempts 
to induce different countries to enter into similar 
agreements for the prevention of international double 
taxation. A committee of the League of Nations examined 
the problem and suggested that all states should levy 
taxation on the principle of “economic allegiance", according 
to which “a part of the total sum of taxes paid according 
to the ability of a person ought to reach the competing 
authorities according to the economic interest under 
each authority - ’. The most important factoi-s determining 
economic allegiance are (1) the origin of the wealth, 
and (2) the residence or domicile of the owner. 

The Committee of the League of Nations concluded 
that it would be desirable ideally to apportion economic 
||allegiance as between origin and domicile roughly on the 
fS basis that all corporeal wealth like land and mines would 
' be assigned principally to the country of origin, while 
all intangible wealth would be assigned principally to the 
country of residence. The committee observed that there 
* are generally four methods for preventing double taxation, 
(t) Bach country may grant a rebate to its residents 
in respect of taxes paid by them to fereign countries on 
their income from abroad. - . • 
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• (2) Conversely, each country may exempt non-resi- 
. dents from taxation on income derived within its borders. 
If this method were adopted, it would encourage the flow 
of capital from abroad. 

(3) It may be possible by agreement among the 
competing countries to *dmde specific taxes so that a 
portion is borne by the country of origin and the remain¬ 
der by the country of residence, as is done within the 
British Umpire. 

(4) Similarly, by agreement it may be possible to 
classify incomes on the basis of origin and the country 
of origin" might agree to tax non-residents only on 
corporeal wealth, full exemption for which would then be 
granted by the country of residence. 

The second method was suggested as the most desirable 
by the committee, the fourth one as the next best, while 
the third might be adopted if the two provious methods 
were not available. 

The economic and political difficulties of the last two 
decades made it difficult to make much progress to deal 
with this problem on the lines recommended by the 
League of Nations Committee. But any satisfactory 
solution must be based on those lines. 



CHAPTER Vn 


Death Duty. Incidence of Death Duty, justifications of 
Death Duty. Effects of Death Duty and Income tax 
upon Savings and Capital growth. The Rignano plan of 
Death Duty. The Dalton plan. Criticisms. 

Estate and inheritance taxes are of greater social than 
revenue importance to-day. They cannot be regarded as 
confiscatory, since the state is the creator of all rights in 
property, including the right of bequeathing it, so that 
the state is peifectly justified in levying any taxes which 
it considers necessary on property passing at death. It is 
upon the occasion of distribution of property after death 
that the government presents its tax claims. Two types 
of death duties are in use. One is the estate tax , imposed 
upon the estate before distribution to lawful heirs. The 
other is inheritance or succession tax , using as its base the 
distributive share to the individual heir. 

There aie four different methods of graduating death 
duties, viz, 

(1) graduation accoiding to the size of the property, 

(2) graduation according to the degree of relation 
ship, 

(3) graduation according to the amount of property 
inherited by each heir and, 

(4) graduation according to 'the income of the 
property already possesse'd by the heir. 

The British system of death duty combines the princi¬ 
ples (1) and (2) and consists of two parts, viz, (1) the 
estate duty, and (2) the legacy and succession duty. The 
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estate duty is imposed on the total volume of property 
regardless of the distribution e£ this property among 
definite heirs. The legacy duty is levied on personal; 
property and the succession duty,is levied on real 
property. The estate duty is assessed on % progressive 
scale on the total value 6f the property passing at death,^ 
and the legacy and succession duties are progressive 
according to the remoteness of the relationship of the 
inheritor, to the deceased. Neither of these principles of 
progression necessarily loa^s # to progression as between 
inheritors. The legacy and succession duties, on the other 
hand, are* often regressive on inheritors, since testators * 
generally leave more to near than to distant relatives and ■ 
very little to persons who are not related to them. , 

Dalton suggests that an inheritance tax in order to 
contribute most surely to the progressiveness of a tax 
system, should be assessed on a progressive scale on. 
individual inheritances and on the wealth of inheritors. 


\ Incidence of Death Duty j 

It is generally agreed that when the duty takes the ■ 
form of a legacy or succession duty, the rates of which 
vary according to the relation of the heir to the deceased* 
the incidence is on the successor. But when the duty 
takes the form of au estate duty, the rates of which vary 1 
only according to the size of the property, there is some 
differeuce of opinion. Some are of opinion that the inci¬ 
dence is on the successor since the predecessor is free 
to ignore the duty if he chooses, whereas the successor 
gets much less because of the duty. On the other hand,* 
it is argued that the incidence is on the predecessor, not 
only because he .very often provides for the payment of_ 
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the duty by additional saving and insurance, but also 
because the duty affects the amount which he could 
dispose. Indeed, from th e point of v iew of the 
effect o n capital, there is a gr eat similarity be tween the 
estate duty and the income tax which latter is a tax 
on potential capital but the ’ incidence of which is 
wholly on the predecessor. Properly speaking, from the 
stand point of the incidence, it is best to regard the 
interests of the predecessor and the successor .together 


and say that the estate duty js borne chiefly by the 
former though there may be some burden on the latter 
x as well. * 


Justifications of Death' Duty 


Death Duties are usually justified on one or more of 
the following grounds. 

In the first place, it is said that under modern condi¬ 
tions there is a general tendency towards the aggravation 
ofjnequality in the distribution of wealth through the 
institution of inheritance. * While it would not be desir- 
able to impose drastic restrictions on the system of inhe¬ 
ritance in the present economic organisation of society, 
it would nevertheless be desirable to reduce the aggra- 
vat ion of inequality by a judicious system of taxation on 
inheritance. 

Secondly, though an inheritance is not generally a 
windfall, yet it leads to a sudden accretion of ability.' The 
tax on inheritance may, therefore, be justified partly at 
least on the principle of special ability of the person 
inheriting the property. . 

- _ a_ • • ___ • 

•. Joifah Wedgwood : The Economics of Inheritance: Chipttr III 
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Thirdly, the chief justification of the death duty is 
that it rests on the principle of .ability, though the test' 
of ability is not exactly the same as in the case of the ■ 
income tax. To a certain extent the estate duty may¬ 
be regarded as a deferred income tax on # investment* 
income, so that its imposition as well as progression mayj 
be justified on the same principle. But since the estate I 
duty is charged on a capital base, the analogy with income 

tax is limited and the test of ability is different. This duty 
• • | 
provides for an important element of ability viz, the 

amount of wealth received* on a particular occasion, 

which tUb income tax does not recognise. Thus these* 

duties supplement tfce income tax in an important way. 

The income tax and the estate duty together provide a' 

fuller criterion of ability to pay than the income tax 

alone could furnish. 

Fourthly, the Back-tax theory regards the death duty 
as an instrument for collecting taxes due but evaded 
by the deceased during his life-time. It has particular 
reference to the evasion of property taxes. It is of 
course highly doubtful whether large estates can be 
accumulated only through evasion of property taxes 
■or not. • 

Fifthly, Benefit. It is said that government performs 
a service in creating and assuring conditions for the 
growth of property. It guarantees the distribution of 
estates to lawful heirs and when no will - exists, it arranges 
for 'Such distribution according to law. Hence the death 
duty may be regarded as a payment to the government 
for performance of this service. The benefit theory, 
however, can justify a probate fee but certainly not a 
death dutv. 
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Effect* of Death Duties upon capital growth ; the. 
comparative effects of. Death Duties and Income tax 
upon Savings. 

It is sometimes supposed that death duties are paid out 
of capital and, therefore, diminish the amount of capital in 
a country. This view is due to a confusion between the 

object of assessment and the source of tax payment. In 

# ******* * * • ** 

the case of death duties, th? object of assessment or basis 
of the tax is the p rope rty passing at death, but this 
does not mean that the ultimate source of tax payment 

** ^ j b c 

is the property itself. If the rate of tax is very low, 
the death duty will be paid out of the incoine of the 
heir, and conversely, if the rate of the Income tax were 
very high, it might be paid not out of income, but 
by a sale of property. Even if the death duty compels 
an heir to sell a part of the inherited property, all 
that happens is that there is a mere change in ownership, 
not a destruction of capital. But it has been argued 
that in this case the purchaser of the property would 
have invested that amount in such a way as to increase 
the capital of the community if there were no death 
duties, so that these duties , reduce the potential capital 
of the community. To this objection it may be answered 
that the income tax itself also reduces potential capital 
by diminishing the amount available for saving, so that 
this is not a special defect of death duties. As regards 
the ultimate effect, we have to consider the effects of 
these duties on people’s desire to save. Here it iS to 
be remembered that in many cases death duties are 
insured against, and to 'the extent that this is done, 
the effect on savings is not harmful. In those cases 
where there is no insurance it is to be remembered 
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•that the motives of saving are many and various, and 
death duties do not affect all motives similarly, so that 
we cannot say offhand whether the effect would be 
beneficial or harmful. Nevertheless, as compared with 
income-tax which is paid in small closes and at regular 

••w* •— l |U % • *' ' JT , 

intervals, death duties are a little more harmful to 
saving. On the other hand, the effect of government 
expenditure of the proceeds of death duties, specially if 
it leads to an improvement of the standard* of living 
of the poorer classes, is likely to be an increase in the 
power to save of the whole community. Keynes, in fact, 
contend? that to the extent that death duties enable 
the government tp keep the income tax and consump¬ 
tion taxes at a lower level than would otherwise be possible, 
)they have the effect of increasing the community’s 
(propensity to consume and, therefore, of the inducement 
fto invest so long as full employment is not reached 
i and the real effect is to increase rather than diminish 


[the community’s capital. 

It is interesting to recall the opinion of the Colwyn 
Committee that the present Estate duty “is decidedly 
less damaging to saving and enterprise” than an annual 
tax bringing in the same revenue would be, “if that 


tax were confined to income corresponding (as closely 
as possible) with the capital on which the Estate Duty 
is paid”, and graduated with similar steepness * 

“Under the yearly tax”, say the committee, “those 
who- lived wholly or mainly on investment income 
might; on balance, be stimulated (and in some cases 
even physically compelled) to‘effect some extra economies. 


On the other hand, the differentiation against income 
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from savings as compared with earned income would 
he more obvious in a yearly tax than in a tax deferred 
till death. It seems probable, therefore, that to some 
extent it would tell against saving out of earned income. 
In the larger estates the burden would be a serious 
addition to the Income Tax- and Super-tax, and would 
be more depressing than the prospect of Estate Duty 
at the uncertain date of death.” 

The Rignano Plan 

The Rignano plan of Death Duties is expected to 
stimulate savings aud nationalise capital. • The central 
feature of the plan is that it seeks to differentiate 
wealth due to the effort and saving of the testator, 
and wealth which he has received by inheritance or 
gift, either at one remove or at two removes from 
the original saver. * 

Suppose that A who received nothing by inheritance 
acquires by his own effort and saving property of 
valuer which he leaves by will to B. Then, according 
to Rignano, the death tax will be and B will receive 
%a by inheritance. Suppose that B, by his own work 
and saving, adds a further amount b to his inheritance of 
fcr, and leaves the whole property by will to C. Then the 
duty will be, as to the §<z, two-thirds and, as to the 6, one- 
third. Therefore, the total tax will be + $6 and C will 
receive fat + f6. Why is this so ? Because at the first 
transmission of property a to B, the duty is 334%, but 
at the second transmission of property a from B to C, 
the duty is 66§%, where as in the case of the transmission 
of b from B to C { the tax is 334% because it is the first 

. *. Dalton. Inequality of Incomes di lx pp : 314—20. 
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transmission of the property. Suppose that C, by his own 
work and saving, adds a further ^amount o to his own 
inheritance and leaves the whole by will to I>. Then 
the tax will be as to the whole (i.e., 100 p.c.), as to 
the two-thirds (i,e, 66$ p.c.), and as* to the c, one-third 
(i.e., 33$ p.c.). Therefore,ihe.total tax will bfc* $<* + $6 + §c r 
and D will receive nothing of a ; he will receive + 
and so on. 

On this plan there was elaborated a “maximuih project” 
and a “minimum project”. The essential principle of 
the “maximum project” is that an inheritance tax should 
be progressive in time i.e., the rate of tax should increase 
with the number of times that the property subject to 
the tax has already changed hands through inheritance. 
Thus if the tax on a first transmission is one-third, on a 
second transmission it should be two-thirds, and on the 
third transmission it should be the whole. 

The “minimum project” makes a distinction between 
that part of a man’s estate which he himself accumulated 
and that part which he inherited so that death duties may 
differentiate in favour of the former. But this principle 
is already involved in the maximum project discussed 
above. 

Hie Plan Criticised 

The Rignano plan was put forward as “the sole way 
to achieve an effective and gradual - nationalisation of 
private capital without injuring the delicate mechanism 
of economic production.'* 

But the plan has been critioised on three chief grounds. 

Firstly, the scheme will be costly and will involve 
great administrative difficulties in dealing with joint 
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investments, settlements and trusts and with non¬ 
disclosure of gifts inter vivos, and other possible means of 
evasion. 

Secondly, in the practical application of the scheme 
grave injustices mlty arise. The distinction between 
wealth saved by the testator and yealth inherited by him, 
or received by way. of gift, is difficult to apply in practice. 
If the savings of the testator were to be measured simply 
by taking the excess of the net value of his property at 
death over the net value of what he had received by gift 
or bequest in the course of his life, without any allowance 
for appreciation or depreciation of the property soweceived, 
glaring inequalities would be found to result. In fact, 
some inequity seems to be irremovable. Suppose A and B 
inherit £ 50,000 each. A preserves his capital intact; 
he does not work and save or add anything to his property j 
but his property doubles in value while general values 
increase 50 p.c. B, on the other hand, puts half his capital 
into business, suffers loss and yet manages by hard work 
to leave property worth £ 75.000. Thus while a quarter 
of A's estate (£ 100,000 minus £ 75,000) would be deemed 
to represent his own savings and would, therefore, be taxed 
at the lower rate, the whole of B's estate would be treated 
as inherited. * * 

Thirdly, the prospect of a high duty on an estate that 
has already been inherited may dissuade the owner from 
economic effort and incite him to extravagant expenditure. 
He may, in fact, destroy the inherited property, and 
thereby deprive the state of its legitimate revenue. . 

This difficulty is removed by another scheme evolved 
by Dalton. * 


' ^btlton; Public Fln»nc* (Sixch Edition) p. 116*7. , 
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The Dalton Plan 

• Dalton recognises that under the original Rignano 
plan there might be some encouragement to extravagant 
and wasteful expenditure as well as to increased gifts 
inter vivos. 

Dalton proposes to cheek these abuses by mortgaging, 
as it were, on the first transmission of an estate an 
additional amount representing the liability at the second 
transmission of the property. Thus when B inherits the 
property a from A, thejgjovernment would impose death 
duties in the usual manner, but, over and above the sum 
so collected, an additional levy would be imposed equal 
to the amount that would, in effect, be appropriated when 
the property a would change hands fron B to C. In ex¬ 
change for this capital sum B during his life would 
receive a guaranteed income from the property and on 
his death the state would be assured of the capital sum 
that is its due. During the life-time of B the state would 
receive no benfefit. The only advantage would be the 
certainty of receiving the capital sum. 

The Dalton scheme may, however, be subjected to 
several criticisms. 

Firstly, it is doubtful whether the state would be able 
to act as trustee for such a large and heterogeneous 
collection of interests. 

Secondly, the scheme would deprive owners of the 
opportunity of utilising their capital. ’ As Clay observes, 
“Bdonomically one of the most important services that 
capital renders is the opportunity it gives to its owner to 
experiment, to take risks, to undertake enterprises 
that will not bear fruit for a long time.'* The opportunity 
would be denied under the Dalton scheme. 
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Thirdly, the scheme may be objected to on the ground 
that people would be compelled to take part in a form 
of investment which they may not like. Most of the 
investors would prefer other means erf assuring an income 
than through government securities or annuities. 



CHAPTER VIE 


Effects of Taxation on Production. Effects of Taxation 
on Distribution. The problem of income reHistribution. 
Effects, on Employment; public works policy and tax 
remission plan. 


* Effects of Taxation on Production 

Dalton analyses the effects of taxation on production 
by analysftag its effects on (1) people’s ability to work 
and save, (2) people’s desire to work and save, (3) the 
distribution of ecomomic resources between different 


employments and localities. 

Any person’s ability to work will be 


t axation-which redra ft his effigpnrv. Hence there should 
be no income tax on the incomes of poorer members of 

or even on conventional necessaries like tobacco or tea, 
the consumption of which contributes to ability to 
work. But the consumption of harmful comm 


like a lcohol or intoxicants... must be discourajged J^y* 
taxation . In the case of income-tax it is not always 
possible to say where the line should be drawn so that 
taxation of incomes below the line would reduce efficiency. 

It is clear that heavy taxes on the'rich reduce their 

ye and, as a result, the supply of necessary 


ogressive taxa¬ 
tion such as - tfie present income-tax and death duties 
cannot be carried beyond a certain point without jeopardy 
to saving and enterprise. Progressive taxation does not 
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imply any failure to recognise the complementary relation 
between the size of incomes and the amount of savings. 
Even in Britain the graduation now existing has been 
checked by the fear of entrenching too heavily upon 
the essential supply of capital. 

When we try to estimate' the effects of taxation upon 
^people's desirp to work and save, we must take note not 
only of the taxes at present but also of the expectation 
that such taxes would continue in future. . A ta x which is 
a te mpo rary affair e^f. to meet the emergency of a war, 
ma y npt hav e any injurio us effects upon people’s desire 
to work and save. *" ~ 7> 

\JCay person’s reaction to taxation is largely governed 
by the elasticity of his demand fo r income in terms of 
the efforts and sacrifices which he makes in order to 

Vs*- • •• 

obtain his income. Suppose as a result of additional 
taxation, a given effort or sacrifice brings less income than 
before. What is, then, the effect upon the desire to 
work or save ? If a person ’s demand for* in come is more 
or less inelastic' his desire to work and save would 
increase. Take the case of the man with dependents to 
maintain. He will be compelled by the pressure of 
‘additional taxation to work harder and to save more. In 
the case of a bachelor whose demand for inco me is m ore 
or less elastic, the ad^jti^ijljax ation may r educe the 
desire to work or savg QPnere are many tans which hardly 
influence" for good or bad, the desire to work or save. 
^axes on windf a lls do not have anv effects upon t he 
desire to work or save. The i ncome tax h as • probably 

- rr-v -or save 
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. We have to consider, again, the effects of taxation 
on production through its effects on the distribution 
of economic resources between different employments 
and localities. In the past it was generally assumed 
that su ch taxes as ca use a diversjbn of economic 
resources l e., of labour .and capital from tffefr^tural 
channels are injurious to production. Thus a protectiv e 
tariff on foreien goods has a tendency to become 



perin anent, create vested interests and cause a loss of 
productive power against the interests of consumers as a 
whole. A special tax upon business profits would fal l 
on ordinffr y Sate .holders ip i ojqt^ tock companies as 
compared with other classes of investors. It would, 
therefore, be a tax on ris k-taking and would tend to 
div ert the flow of _«EU«L.jrom^ 
safe i nvestments . ' 

But there are taxes which ma y cause a diversion which 
is socially desirable. N^^fax on liquor by discouraging the 
consumption of tfiis article and thereby its production may 
cause a diversion which will increase production. A tax 
o n a monopolist which induces him to in c rease his UUtp'Bf , 
and lo wer his selling price may cause.a beneficial 
diversion. # 

~“Tt~must be noted, however, that the extent to which 
a given tax causes a diversion of resources from the’ 
taxed employment and a reduction in the supply of the 
product of this employment depends* npqn t H«» olacttrtfy 
o f Jdewap d fpT j fej& prodnct_ 3 ud noon its , supply . A tax 
on windfalls because of its unexpecte d ness causes y o 
diversion. So is a tax on the site value of land. 

The imposition of a tax 
und er in creasing returns injures that ih< 


comm* 


[need 



produced under conditio ns' o^d jf^ugh f P ff returns. But 
if r such* commodities happen to be foodstuffs, taxes would 
be clearly undesirable. 

Heavy taxation may cause, diversion of economic 
resources from one locality to another and thus injure 
the productive capacity of particular areas. The heavy 
rates of incometax and death duties may cause indigenous 
capital to seek investment in foreign countries where tax 
rates are lower. As a consequence the productive 
enterprise of the home country suffers. * 

The effects of taxation on distribution 

Xx'-The^inequality of incomes and property is an established 
fact in modern society and progressive taxa tion is justified 
o n the ground that it tends to reduce this inequality. 
As Dalton puts it, “a less unequal distribution is n o less 
dur able thaq.qn increased production of wealth." 

Taxes which can easily be made progressive are 
inco me-tax, death duties and general taxes on property. 
A tax on land values may be made progressive on the 
total value of land owned by individuals with a minimum 
of exemption. 

A regr essive tax, on the other hand, tends tojincrea&e 
th e inequality of incom es. yG^tf^rally speaking, iaxes 
on commo d ities jgf wide cons umption e,g, food articles, 
ar e genera lly r egressive . A salfes tax because it tends to 
faff more*teavily, as*befween taxpayers of equal income, 
on those who have the largest number of dependents, is 
regressive in character. 




BPPBCTS OP TAXATION ON DISTRIBUTION 12? 

S^conomists have laid stress on the desirability of using 
taxation to rednce the inequalities in order to raise the 
level of living of the poorand''to attain more stable 
economic conditions through a decrease in the sating 
of the rich and an increase in the * consumption of the 


The question is j which taxes should be used for the 
purpose ? Obviously, income and inheritance taxes af e 
proposed. These taxes are not liable to beshlftfedand 




ddity taxes. 


t he reg] _^ _ 

ButtSe process o f eq uali zation ca nnot go very far . If 
inequality is to be reduced by taxation and public 
spending, governments shall have to proceed cautiously 
and stop at the point where the social disadvantages 


approx i mate the social advantages so that a step farther 
would mean that the incentives to investment and enter¬ 
prise will be seriously impaired and the economy will 
stagnant. • 

\J£ is thus clear that the dist 

essentially a matter lor 


Pl^e—^c urity anda £grfggti£jggt jjgtrib^gg^^j^^me 
and prope rty o n the_ other . Any arrangement which would 
guarantee an equal income to every citizen means that 
any income above the average would • go to the state as 
taxes and any gap between individual income and 
the average would be filled up by 'doles’ so that economic 
efficiency is bound to suffer, and in so far as the state 
steps into productive enterprise, economic freedom would 
be threatened. How art we, then, <#o find mean* of 
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improving the distribution of income and wealth which have 
the least Possible adverse effects upon economic incentives f. 

The problem of redistribution of income and 
property. 

Already'"there is a complex machinery for the 
redistribution of incomes from the rich to the poor 
through progressive income tax and sur-tax, through the 
payment 'of various social security benefits like unemploy¬ 
ment benefit, children’s allowances, health and education 
benefits etc and, as in Britain','' through the food subsi¬ 
dies out of general revenues. All these measures are 
intended to take money away from the rich and to give 
back some part of it to the poor. 

Lady Rhys Williams suggested a simple scheme of 
the rationalization of income redistribution.* “It is 
suggested that a straightforward monetary payment or 
allowance or ‘social dividend' should be paid to every 
man, woman and child in the country—although the 
rate of payment might, of course, be lower for children 
than for adults. This would take the place of all social 
security benefits, such as unemployment benefit, old 
3 ge pensions, health benefits, children’s allowances. 
Every man, woman, and child would thus have his 
or her basic minimum whether in sickness or in health, 
in work or out of work, young or old. There need be 
no means test and no tests whether a man was seeking 
work or whether a man was genuinely ill." 

“These universal personal allowances would also take 


•J. E Mead*: Manning and the Price Mechanism. P. 42. 
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the place of the whole apparatus of allowances under 
the income tax. All income (other than the “personal 
allowances’' which would be tax-free) would be tax^d at 
a standard rate of tax. The whole apparatus of Pay-As 
You-Eard woald disappear ; and the only # task of the 
Inland Revenue in this'field would be to ensure that 
all income was taxed at the standard rate of tax. All 
personal assessments would cease for income tax purposes, 
though not, of .course, for sur*tax. 

“Such a system would have many advantages. In the 
fiist place, it is obvious that* administrative simplifica¬ 
tion and bureaucratic economy would be very great. It 
would revolutionize the task of redistributing incomes. 

“Secondly, there would be a gain in personal freedom. 
No one would be liable to be harried and worried as to 
whether he really was unemployed, as to whether he 
should take this job or not, as to whether he was 
genuinely ill or should return to work. He would receive 
his basic allowadce and could please himself. 

“Thirdly, the system could be used to lead to a great 
increase in the equality of distribution of incomes. The 
result would, of course, depend upon the size of the 
personal allowances paid and the level of the standard* 
rate of tax imposed on incomes. But reasonable rates 
could be found which would have the effect of increasing 
equalities of income, particularly by a redistribution in 
favour of families with low incomes and many dependents. 

“Fourthly, the system would afford a perfect instrument 
for the most effective and prompt control over total 
national expenditure in the interests of avoiding infla- 
tion and deflation.” 

But some im portant modifications in th® scheme axe 
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necessary before it can be accepted. The fact that, 
both unemployed and employed labourers would get 
equal allowances from the state may tend to favour the 
employed labourers who, along with allowances, would 
get their wages, feut because of the fact that the rate 
of income tax would-be heavy even on the extra earnings 
of workers, Lady Rhys Williams’ scheme might very well 
encourage idleness and voluntary unemployment. 

The present unequal distribution o f income aad-property 
is mainly due to inequalities of opportunity and it may be 
maintained that th e remov al of i nequaliti es of oppo rtuni ty 
would reduce inequalities of income and property. Greater 
educational opportunities so that education would depend 
upon ability and not upon wealth or birth, should be 
provided for. That would remove present restrictions on 
the movement to better paid jobs. Inheritance should not 
be allowed to cause great inequalities of property. A 
definite upper limit should be imposed on the amount 
of property which any person would * be allowed to 
receive in his life-time either by way of gift or inheritance. 
The case for a capital levy is strong. It would diminish 
the larger properties and cause a more equal distribution 
of property. The formidable difficulties of a Capital Levy 
would be discussed in chapter XV. 

Effect of Taxation on Employment 

Taxation, like • public spending, may be used as part 
of a policy for steadying the demand for labour and so 
reducing unemployment.* 1 

The employment of labour, within the institutional 


* Sm Chapter II. 
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framework of capitalism, de 


demand for labour on the * 


therefore, which injures t he pros 

e rs, may tend to reduce the demand^ fpcJaboiH: and 
diminisn employment. If a tax is imposed on empl 


roportion to the min 


snect would certainly be to diminish employment. 
Similarly, any tax which is imposed on employers, 
regardless of the amount of business they may 6e doing, 
or of the amount of profit or loss they may be making, 
tends to diminish employment on marginal businesses. 

— ' A « *’*' """** **•»«*• «• • •, . . • . v\ .f-Y-* 

On the other hand, taxes may be devised in such 
a way as to encourage the employment of additional 
labour on the part of eniployers.*N v KaJton points out 
that .the income tax may be so modified as to act as 
a sufficient Wirb’STayTo emplo y ment . Employers may get, 
in respect of eacK'oFtheir employees, an allowance in relief 
of income tax. \^rais would redistribute income tax in 
favour of those Vho employed much labour at the expense 
of those who employed little. As a result there would be 
an increase in profits and a saving, both to the Budget 
and the Insurance fund, on Unemployment relief. It is 
true that a policy of tax reduction is usually followed by* 
governments in times of business depression when, in 
addition to public works, govgfifments want to stimulate 
the demand for labour. nRkt it would be a mistake to 
think that the taxation of higher income groups who 
maiflly supply capital to industries always creates unem-. 
ployment; (It must be noted that the resources collected " 
through the taxation of the rich are not wasted but spent 
by public authorities^ A transfer of purchasing power 
takes place from tjie richer tax-payers to the government. 
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As a result of this transfer there may be a change in the 
character of the demand for labour but there is not likely 
to be change in the total demand for labour. 

le whole question of the contribution of taxation to 
employment policy must be understood on the background 
of the origins of unemployment'as revealed in the analysis 
of business cycles.\^Jflie mpl oyment may originate-in_three 
different ways.^IJi<Stly, it may be the result of f rictional 
delay s in making necess^iV adjustments ..in achanging 
industrial structure. Secondly^ it may be the massjunem- 
ployment caused by the great fall in the demandior labour 
as in a depression. '^Hurdly, it may be the unemployment 
which persists even in a boora.^Plie causes of this last 
variety are complicated and the number of the unemployed 
is considerably much smaller. Such unemployment may' 
be due to international maladjustments or of a chronic 
preference for accumulation of cash to the accumulation 
of goods. The first variety i. e, fractional^unempl oymen t 
ca ,pnot fe e^_co mpletely el iminated. The’ main problem 
relates to mass unemployment. 

Th e taxa tion_policy must be so varied as to sti mula te 
consumption and investment simultaneously. A fall in 
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i ncrease saying a nd encou r age re-investme nt. Simult¬ 
aneously a fall jn~the rate s of outlay taxe s especially the 
on drink and tob acco an d the sales tax wi ll tend to 
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expand general consumption. The fall in the. rates of 

i n mm # y ' ‘ “~ fr " * ' “J 1 - 

ers contributions to social insurance not ac comp a- 
. by a faiTinTSenSiH'wili tend to c ron d con sumpti on 
and employ ment. Here tfe may make a passing reference 
to the famous Tax Certificate -plan tried by Von Papen in 
Germany in 1932. One important aspect of this plan was 
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the issue by the German Government of tax certificates 
which should be employed in payment for certain taxes 
restrictive of production e.g. the transportation tax, the 
turnover tax, the trade tax, the land and building tax etc. 
Such certificates were issued in each case exempting 
considerable portion of the tax. The main purpose was to 
bring about a revival of business and create employment. 
A policy of public works also has the same end in view 
e. g. stimulating a revival and creating employment. 

But public works involve the entry of the state into 
business while the tax certificate plan seeks to stimulate 
private eflterprise. In the latter case the state itself keeps 
aloof from business and creates favourable conditions for 
the revival of private business. The effect of public works 
is qiore direct while that of the tpx certificate plan is 
round about. T he p ublic works policy injects in a straight 
forward. __ manner the purchasing^ jaowey info national 
ec onom y. The tax certificate plan seeks to create favoura- 
Sk conditions for business revival. Much depends, 
however, on how the plan reacts on the manner or 
behaviour of the entrepreneurs. • 
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CHAPTER IX 


Evasion of taxes. Forms of evasion. Checks on 

evasion. Capitalisation of taxes. "An old tax is no tax. 

• • 

What it Evasion of Taxes ? 

Two 9 onditions must be satisfied in order to constitute 
the evasion of taxes. * .• 

Firstly, it is essential for .the purpose of evasion that 
there must be an intention to deprive the government of 
its revenues. 

■a. . ^ W • - * 

Secondly, there must be an actual loss of revenue 
to the government. ' ."" - 

The shifting of a tax is, there, not evasion. It is 
avoidance. If government imposes a tax on cigarette and * 
a citizen ceases to use the taxed cigarette, he pays no tax. 
This is not evasion. It is avoidance. Smuggling is, 
however, a form of evasion. 

The escape from taxation is possible in at least four 
ways, viz, shifting capitalisation, transformation and 
evasion. The first three cases are not illegal but perfectly 
legitimate economic operations to escape personally the 
burden of tax. Evasion is, however, intended to deprive 
the government of its legitimate dues. Even in regard 
to evasion it is possible to have legal evasion and illegal • 
evasion. Legal evasion may be met by plugging the 
loopholes effectively while illegal evasion must be met as 
much by deterrent punishment of the offender as by an 
appeal to the social conscience of the public. Both these 
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devices have been tried and yet tax evasion does not seem 
to have been obliterated even in advanced countries. 

Evasion may be practised by not reporting taxable 
income or by reporting it only in part. Evasion is very 
common in the sphere of income fax and death duties. 
Let us explain some typos of avoidance or legal evasion of 
taxation. 

The most common form of evading death duties is 
through gifts inter vivos (giving away the property as 
a gift before death) so that inheritance taxes do not apply. 
The payment of death dutie's with regard to land may be 
avoided By converting the ownership of land into a limited 
liability company because corporations or joint stock 
companies are not required to pay death duties. 

Similarly, supertax and income tax may be avoided by 
taking one’s wife and children as partners into a partner¬ 
ship business. Of course, this can easily be checked by 
taking the income of the family as a whole as a unit for 
the purpose of taxation. In U. S. A. legal subterfuges 
were found in family trusts. A parent might establish a 
number of trust funds irrevocably in the name of several 
dependents and yet actually control their incomes. Until 
1937 each such trust was allowed a separate personal 
exemption by the federal government. Again, the payment 
of the general property tax in U. S. A. is avoided by 
converting trading stock into stock. 

Taxes may be avoided by the taxpayer by manipulating 
the profits in such a manner as to take them outside the 
jurisdiction of the taxing country. By changing his 
residence or the location • of his business he 
may be able to make substantial savings. Domestic 
and foreign personal holding companies have also been 
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incorporated by taxpayers to reduce their income taxes, 
A heavy duty like the. Excess Profits Duty during the 
•war-time fever of profit-making is a favourite object of 
evasion. False entries and inflated figures of costs are 
submitted to show that the excess profits have been 
considerably smaller than estimated by the taxing authority. 

In India the evasion cf income tax has been a source 
of great anxiety to the government. A departmental 
estimate 'of 1939 had suggested an annual loss through 
evasion between 7£ and 10% ; by the end of 1947 informed 
quarters spoke rather of 25 to*35% and India's Finance 
minister even suggested 50% and an annual c financial 
loss 25 times pre-war. The Income tax Investigation 
Commission's report for 1949 disclosed a number of 
ingenious devices which had helped tax evaders in 
concealing large amounts of their incomes. Maintenance 
of false accounts, suppression of large portions of business 
actually done, benami investment, transfer of profits to 
areas previously known as states and inflation of costs 
of production by transactions through a chain of companies 
owned by benamidars of the managing agents of main 
companies are some of the methods generally used by 
tax dodgers. 

Methods of checking Evasion 

Some of the remedies may be automatic. The state 
may so arrange different kinds of taxes that the one 
would act as an automatic check upon the other. 
Take, for instance, the practice of pre-emption with 
regard to the assessment, of ad valorem customs duties. 
The tendency to undervaluation of the imported goods 
to evade customs duties is checked by the state having 
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4 right of pre-emption i,e, the right to take over the 
goods at the value set upon them by owner. Another 
automatic check may be illustrated by reference to the 
case of the Undeveloped Land Duty checked by* the 
Increment Value Duty in Britain. Hi the case of unde¬ 
veloped land duty the interests of taxpayers dictated a 
low value (for he had to pay an annual tax upon it), but for 
the increment value duty he would wish for a high value, 
since it formed the datum line from which to measilre future 
increments. The one checked the evasion of the other. 

Much evasion of income’ taxes can be stopped by 
rigorous ^ministration of the tax law and the enforcement 
of heavy penalties for wilful evaders. The principle 
of stoppage at the source of income corresponding to 
the American principle of information at the source of 
income payments to tax payers has proved useful to the 
government. The device of publicity is adopted in 
some countries to minimise evasion. The publicity of 
income tax returns may deter some persons from tax 
evasion and catch others who practise it because their 
acquaintances scan their reported incomes and may 
notify the administration of evasion. 

Remedies of a stringent character are often resorted 
to in many countries. The evader may be deprived of 
his political privileges as a citizen. Still more stringent 
is that which deprives an assesse of his right of appeal. 
It is also possible to penalise evaders by means of fines 
and imprisonment. 

Capitalisation of Taxes 

Capitalisation or amortisation of taxes involves the, 
process through which the present buyers of property 
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deduct the capitalised value of taxes on such property 

from the total value of the property and thereby seek 

# 

to escape the burden of the tax by paying a less value 
for the porperty. When a person intends to buy some 
property he naturUlly takes into account the annual 
taxes that 'Will have to be,, paid thereon, and therefore 
he pays a lower price for the property. In other words, 
the price he offers would be the value of the property less 
the capitalised amount of the tax. Suppose, the public 
authority intends to tax by a special tax a particular 
kind of interest or return' ofi * capital. Suppose, it is 
decided to tax dividends of cotton textile companies at 
the rate of four annas in the Rupee or one-fourth of the 
income. An investor who is looking round for investment 
would not put his money into the shares of cotton textile 
companies without taking the burden of the tax into 
account. He finds that the returns or dividends from other 
investments are taxfree while this particular type of divi¬ 
dend is subjected to a 26% tax. He would; therefore, offer 
for cotton textile shares a price reduced by 26% so that after 
paying it he might be in the same position as if he had 
invested in other shares of a like quality or security. 

„ It is, therefore, clear that the original owners of such 
shares suffer a double loss. Their income is reduced by 
the amount of the tax and even if they seek to sell off 
their shares they find that the price of such shares is 
diminished by the capitalised value of the tax. The 
future holder of such shares altogether escape the taarby 
deducting the capitalised value "of the tax from the price 
of shares so that he can pay the annual tax to the 
government out of the interest from the capital sum that 
is saved when the shares are purchased. 
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• A tax which recurs annually as a fixed charge, exexri“ 
plified in England by the old land tax, tends to become 
capitalised at its inception and gives support to the 
idea that “an old tax is no tax.’* The purchaser when 
calculating the price he would offer would certainly take 
the annual tax into calculation and he must deduct the 
capitalised value of the tax from the price he offers. He 
thus escapes the burden of the tax by saving a capital 
sum whose annual return would enable him fo pay the 
annual tax. 

But this doctrine—an old ‘tax is no tax—so far as it 
relates t<? land tax may not, however, be always true. In 
fact, in spite of the fixed annual charge, there may be 
considerable changes in the value of property, especially 
in the case of agricultural land whose product is subject 
to wide fluctuations. 

Indeed, capitalisation would be possible only under 
certain favourable circumstances. 

Firstly, the tax which will be capitalised must be an 
exclusive or an unequal one. In other words, there 
should be discriminatory taxation i.e., the return of a 
particular form of investment or property would be 
taxed, others remaining untaxed. Or, it is necessary to 
assume inequality of taxation. If there is no excels, there 
is nothing to be capitalised. 

Secondly, the tax must be levied on a commodity or 
property which has a capital value and is capable of 
having an annual return. It is inapplicable to personal 
income tax because in tliis there is no capital value that 
is subject to amortisation or capitalisation. 

Thirdly, the tax must not be susceptible of being 
shifted to consumers. Capitalisation obviously implies.a 
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depreciation of capital value and this is possible only -when 
the tax is not shifted forward to any one else. 

Fourthly, the tax must be levied on a commodity or 
property -which is durable in character so that taxes 
would be paid repeatedly. Capitalisation is not possible 
in a case where the tax is paid only once. 

Lastly, in spite of the tax the general relations of 
demand and supply of the taxed property must remain the 
same. If, in spite of the tax, the demand for cotton textile 
shares goes up very high, then no capitalisation would be 
possible because there would* te no depreciation in the 
capital value on account of the tax. 

It must be noted, however, that capitalisation is also 
Possible in the case of an exemption from tax or a special 
privilege, just as a tax on one particular form of income 
is capitalised and as a result there is a depreciation in 
capital value so also it is possible to argue that any privi¬ 
lege owned by a particular form of property would be 
capitalised so that there would be an appreciation in the 
capital value. Suppose, all forms of investment are taxed 
with the exception of the investment on land. Naturally 
there would be a tendency to pay a higher price for land 
so that in the long run the same rate of return would come 
from all forms of investment. 

Is capitalisation a form of backward shifting ? Many 
economists argue that capitalisation is an illustration of 
backward shifting'so that the new purchaser of a property 
subject to taxation escapes the tax by shifting 'the 
capitalised value of the tax backward on the shoulders of 
the original owners of property. In reality, however, there 
is a difference between shifting and capitalization. Shifting 
implies a process applicable to a particular tax each time 
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that it is imposed so that the backward shifting from the. 
dealer to the producer reduces the selling price each time 
by the amount of the tax. Capitalisation involves the 
process in which the capitalised value of the tax (implying 
a series of annual taxes) is deducted ffom the capital value 
of the property so that in this case we have Ihe throwing 
back of a series of taxes at once. As Seligman puts it, “If 
a tax is shifted, it cannot be capitalized ; if a tax is capita¬ 
lized, it cannot be shifted/’ 

• • 

We have now to enquire how far exemption through 
capitalisation is possible. 

The Essence of the doctrine of capitalisation is that the 
new purchaser of land or securities gets oft tax-free by 
purchasing such land or security at the capitalised return 
or rental minus the capitalised burden including taxes. In 
this way he seeks to enjoy some special privilege or immu¬ 
nity. But in fact we find that the purchaser in question 
earns on the property after the process of capitalisation 
only what other investors are making in their own forms 
of investment. In other words, there is no immunity, no 
special privilege. There is no particularly favoured class 
of investors escaping taxation altogether. “All these 
apparent privileges are wiped out and levelled by th£ 
forces of competition. Some men buy land and rent it ; 
some buy laud and use it for manufacturing or trading 
purposes ; some men invest in business, some in bonds and 
stocks ; but at any given time the rate bf return establishes 
ariS maintains itself at a given level. In any particular 
line of investment full cognizance is taken both of special 
privileges and of special burdens. No man or set of men, 
where competition is free, is permitted to enjoy for a long 
time any specif immunity. No class of investors can for 
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any length of time go '’untaxed”. If taxes are not paid, 
directly they are paid silently and indirectly through the 
competition of capital for the extra profit represented by 
the absent tax. 

“This brings us'to the cardinal error of the capitaliza¬ 
tion theory* bf incidence. It assumes a current rate of 
return or capitalization and uses it without recognition of 
the fact that it is vitally affected by every existing tax. 
Stated in term of pure theory, the rate of capitalization is 
a resultant of all known opprotunities of investment and 
all known taxes. It registers'automatically the average tax 
burden. When a man buys durable property he capitalizes 
its net yield or income at a rate which is lower when the 
general tax burden is high, and higher when the general 
tax burden is low. He pays the existing average rate of 
taxation through the rate of capitalization which he is 
forced to adopt in his calculations. The “subsequent 
purchaser” consequently does not buy free from tax ; he 
buys free from any excess of taxes over the average rate. 
In other words, he pays the average rate.”* 


Adams in American Journal of Economic Review, June; 1916 



CHAPTER X 
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Taxable capacity; absolute and relative taxable 
capacity ; the bearing of taxable capacity on the problem 
of international double taxation; the factors which 
determine taxable capacity. 

In these days of increasing public expenditure when 
citizens have to bear a heavy burden of taxation.we often 
hear the' complaint that the people have already reached 
the limit of their taxable'cupacity. It is even maintained 
that anyhfurther taxation would cause a serious economic 
dislocation so that there is a limit of safety which should 
on no occasion be passed. Though the phrase ‘taxable 
capacity' is often used, it cannot, however, be ascertained 
in a’ simple manner. Indeed, it is doubtful whether it 
xan, be ascertained at all. 

Findlay Shirras defined taxable capacity as “the total 
surplus of production over the minimum consumption 
required to produce that volume of production, the 
standard of living remaining unchanged." It is clear that 
we have to find out the minimum standard of living in 
order to find out taxable capacity. Here Shirras is open 
to criticism. In an emergency like war it may be necessary 
to reduce the standard of living so that automatically the 
taxable capacity will be increased. Shirras contemplates 
that after determining the standard of living anything 
that remains as surplus can be taken away by the state. 
But the question arises—is the state powerful enough to 
take away the whole of thq surplus ? Certainly not. 
Firstly, the administrative machinery is insufficient for 
the purpose. Secondly, there is a psychological limit 
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which lies long ahead of the starvation point. Even if 
for argument's sake we accept that these limits can be 
overthrown, we still find that Shirras’ concept of taxable 
capacity is a static one. The fundamental approach of 
Shirras is wrong. ‘ 

Stamp thinks that the first approximation to taxable 
capacity is total production minus the amount required to 
maintain the population at subsistence level. If, however, 
the entire margin is taken away, taxable capacity would 
be seriously jeopardised. On the other hand, Stamp 
defines taxable capacity asth£ margin of total production 
over total consumption. This would mean that taxable 
capacity is measured by the amount of saving, and cannot 
be exceeded so long as any saving at all is taking place. 
On this criterion, taxable capacity is not exceeded in any 
community. Stamp then puts forward several considera¬ 
tions to show why the limit of taxable capacity is not an 
absolute or fixed figure. Firstly, taxable capacity depends 
upon what the taxation is to be used for. Secondly, it 
depends upon the spirit and the national psychology of 
the people taxed, which may be influenced by patriotism 
and sentiment. Thirdly, it depends partly on the way the 
taxation is raised, both as to the methods adopted and the 
rate at which the increase is laid on. Taxable capacity is 
to some extent, modifiable by relation to the system of 
taxes adopted. Fourthly, it depends on the distribntion 
of wealth. Lastly, ‘the rate of increase of taxable capacity 
is greater than the rate of increase of wealth, and* it 
shrinks more rapidly than the wehlth diminishes. 

The absolut* taxable capacity of a community can 
nohow be precisely defined. Numerous definitions have 
been attempted. Taxable capacity has, for instance, been 
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described it as “the maximum amount that can be 
deducted from a community's income consistent with the 
maintenance of that income in years come” * In other 
words, there is a minimum sum which must.be left with 
the people in order to ensure their continued ability and 
willingness to work. But the extent of this minimum- 
whet her it means the bare subsistence level or the existing 
standard, of-Jiving is very indefinite. Moreover, the 
income-producing power^ # of the community should not 
be restricted to the existing level but should rather 
increase progressively. 

Relative taxable capacity, on the other hand, may have 
an intelligible meaning. It may mean one of two 
things. Firstly, it may mean—in what proportions should 
two or more countries be taxed ? Secondly, it may 
‘mean—in what proportions should the incomes of two 


or more countries be taxed to meet some common expen¬ 
diture f Take, * for instance, the expenditure for the 
U. N. O. which has got to be shared by member states. 
Thus when several countries share a common expenditure, 
the distribution of the burden of contributions should 
take place according to the criterion of 'ability to pay'.” 
The richer countries should pay more in contributions 
than the poorer countries. Problems of Reparations and 
Inter-Allied Debts are closely related > to the relative 
taxable capacity of interested countries. The capacity of 
Ireland, as compared with England, and the relative 
amounts they were contributing to the common Ex-’ 
Chequer were exceedingly important topic before World 
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War I and the Royal Commission on Financial Relations 
considered them at great length. It is dear that taxable 
capacity hat an important bearing on the problem of inter¬ 
national double taxation. Does taxable capacity mean what 
the residents in a country can afford to pay, or does it 
mean what the income produced in that country can 
justify ? As Stamp points out, it is very difficult for 
states to,make up their minds which prindple to adopt, 
and most of them end in taxing under both prindples. 
The simultaneous application of the two principles of 

'origin' and ‘residence' gives rise to the problem of 

0 

double taxation. 

Dalton emphasizes that there is no logical connection 
between relative and absolute taxable capacity. A country 
may be contributing, in excess of its relative taxable 
capadty, towards some common expenditure with other y 
countries. But it does not necessarily follow that its-- 
absolute taxable capacity, whatever it means, is being 
exceeded. Similarly, its absolute taxable capacity may 
be exceeded, but it does not follow that its relative taxable 
capacity is being exceeded in any of its common 
expenditures with other countries. 

4 To be precise, the concept of taxable capacity is purely 
relative, depending upon circumstances, economic and 
non-economic, that vary from country to country and 
from time to time. 

Firstly, the character of taxation itself has an im¬ 
portant influence on taxable capacity. The introduction 
of direct taxes like income tax, death duties etc, has 
made it possible to estimate taxable capacity at a much 
higher level. To estimate taxable capacity it is not 
enough to examine the immediate • consequences of 
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taxation upon the incomes of different people. Far most 
important is the probable effect on the economic incen¬ 
tive of the tax-payer and upon the productive capacity 
of the community. 

Secondly, there is a close relation between taxable' 
capacity and national income as a whole. Take,' for 
instance, the size of the population in relation to the 
extent of the national income. If the population increases 
at a faster fate than the national income, the taxable 
capacity of the people «is diminished. If, as in U.S.A., 
the national income grows more rapidly than the popu¬ 
lation, the taxable capacity is increased. Again, the 
nature of the poods and services produced is another 
important factor. If the greater part of the income is devoted 
to consumption of non-essential goods and services, the 
taxable capacity is larger. Suppose, two countries X and 
"V" have the same national income and population. But in 
X the essential .goods and services are relatively more ex¬ 
pensive than in Y so that the citizens in the first country 
have a smaller surplus to spare for comforts and luxury. 
Under such conditions the taxable capacity of X is less 
than that of Y. Moreover thq manner in which the nation al, 
income is distributed among taxpayers is an important 
factor to be taken into consideration. It can be shown 
that, within certain limits, the greater the inequality in 
the distribution of national income, the greater is the 
taa^ble capacity of the people. If one man had an annual 
income of £ 6000 and twenty-five men had £ 200 a year, 
the -taxable capacity of the one individual will be much 
greater than the taxable capacity of the other twenty-five. 
This conclusion is justified by the principle of diminishing; 
utility. But the fact that a high taxable* capacity is the 
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result of the inequality of incomes is no justification fot 
the uneven distribution of incomes in society. Indeed it 
is an objective of taxation to remove this inequality. 

Thirdly, the purposes to which the tax revenues are 
applied must be noted. If public expenditure simply 
causes a transference of resources within the community 
without exhausting any of the country's resources, the 
taxable capacity remains undisturbed. But if a consider¬ 
able part of the tax revenue goes to foreign.countries 
in the payment of debts, the taxable capacity is consider¬ 
ably reduced. Again, the tax-revenue may be spent on 
reproductive objects, thereby adding to the productive 
capacity, income and welfare of the community. 

Lastly, it should be remembered that the taxable 
capacity of a community is largely influenced by political 
and psychological considerations. The taxable capacity 
of a community in times of war is greater than that 6f ’ 
the same community at peace because people in times of 
war are prepared to make greater sacrifices and to deprive 
themselves of the minimum standard of life to which they 
are entitled. 

In the light of all these observations, Dalton is 
perfectly right in his opinion that “unless hedged about 
with many qualifications and assumptions, the “taxable 
. capacity" of a community is a phrase which has very 
little meaning." 


* ©mlton ; Public Rmmoe, CHiptwr II ScdJon 4. 



CHAPTER XI 


Compensatory fiscal policy against business cycles. 
Tax remission versus Public Works. Criticisms of 
compensatory fiscal policy. •Conditions of success of a 
compensatory fiscal policy. . 


Compensatory Fiscal Policy 

Taxation, borrowing and spending are powerful fiscal 
instruments at the hands* of \he government which, if 
properly handled, can go a long way in influencing the 
course of economic events and in acting as counter-cyclical 
agents of public policy. They are instruments for 


compensatory use to stimulate a high and stable level 
of production when productive factors are unemployed 
-ajyl. deflation has occurred. They are also used to avoid 
inflation when productive resources are fully employed. 
In this way the instability . gf .private econo my due to 
periodical booms.jjaOepreMip.ns.js sought. tpfce,avoided 
by a prope r fiscal policy. 

The business cycle is the aggregate of three different 
sorts of cyclical movement,—in the psychological condition 
of the business world, in industrM-dctivities and In the 
volume of currency and credit. \^phe net resultistbit the 
business cycle is a cycle of spendings, v Ip/fne recession 
and depression phases of the business cyclethe propensity 
to eptfsume declines and the propensity to hoard rises. 
^P<mng the upward swing of the business cycle the 
propensity to hoard falls, the propensity to Consume' 
increases, the multiplier increases and through operation 
of acceleration there are growing opportunities for private 
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investment. During the depression phase when the . 
anticipations of both producers and consumers are falling,* 
fiscal instruments are to be used to supplement private 
spending with public spending so that the compensatory 
funds would be conducive to the greatest amount of 
re-spending bf these funds on, consumption first, and^tfie 
increase is gradually transmitted to investment. •Njmring 
the inflationary phase of the business cycle compensatory 
spending would be negative and private spending should 
be discouraged through heavy taxation. 

Cyclical fiscal policy is discussed in two parts : first, 
a cyclically adjusted public expenditure programme; 
second, a cyclically adjusted tax policy. 

The contribution of compensatory public expenditure 
to a counter-cyclical policy has already been discussed in 
chapter II. Here we are mainly concerned with the 
compensatory tax policy and with the problem how fat y 
it wouldr be Possible to construct a system of taxes which 
would'act as an antidote against cyclical fluctuations. 

\An times of inflationary pressure rates of direct and 
indirect taxes should be raised. \>Ks a result people will 
have less money income to spend on goods and services. 
7*he government would secure a budget surplus and 
the extra revenue should riot be used for additional 
expenditure on goods and services. Conversely, in times 
of threatened deflation, a policy of reduction of taxation 
would stimulate demand and public expenditure may 
outrun revenue, thereby causing a deficit spending. 

The appropriate selection of taxes in different phases 
of the business cycle is a difficult but effective and rapid 
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x !method available for influencing expenditure in the private 
sector of the economy. Thus a high purchase tax oil 
durable goods which have au excessive demand during 
an inflation would discourage persons from purchasing 
such goods and would encourage th2m to postpone their 
demand to a future date whan the tax will be lowered 
because of the lower price of the commodity. \Jpkfs the 
aim of the public authority so to pursue a fiscal policy as 
to stimulate .saving during an inflationary period and 
expenditure during a deflationary period. Take the case 
of the taxation on profit^* vdring an inflation the rate of 
taxation tin profits (e.g. the income tax) might be raised 
without at the same time raising the rate of the tax on 
the undistributed profits of companies y and during a de¬ 
pression rates of taxation on profits can be lowered with¬ 
out lowering the rate of taxation on undistributed profits. 

• 

.What would be the effect of this tax policy ? In times 
of inflation there would be less profits after the payment 
of the tax and companies would be encouraged not to 
distribute their profits but to put them to reserve. 
Conversely, during a depression there would be a greater 
amount of profits after the payment of the tax and 
companies would be encouraged to distribute their profits. 
Thus tax-free dividend incomes would be restrained in 
inflation in such a way as to curtail consumers’ spending 
and would be stimulated in a depression in such a way 
as to sfcfthulate consumers’ spending. * 

\^tfaxes directly and indirectly affect consumption, invest¬ 
ment and other factors *of significance in the business 
cycle. The influences of taxation on economic forces 
vary with the amount and nature of taxation, the relation 
of taxation to public borrowing and expenditure etc. 
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Compensatory financing assumes that governments, 
should, maintain high tax rates during inflation, and 
postpone as much of their spending as possible to periods 
of depression $ during prosperity governments should 
build up a surplus which would be spent during 
depression when taxes will bejdwerd to stimulate recovery 
and employment. Thug\yheavy stamp dutyjnay be im¬ 
posed in the boom period which would repress stock 
exchange speculations. 

The question of incentives is fundamentally important. 
It is not always possible to say how a given tax change 
will affect the economic behaviour of individuals. It is 
not possible to estimate the point where, as taxes are 
reduced, the propensity to consume would increase, and 
the point; where, as taxes are raised^ risk-taking and 
investment will subside. And yefcvifispite of this imper¬ 
fection, a compensatory tax policy together with, a com¬ 


pensatory spending policy may go a long way in 
mitigating economic instabilty. 


The essence of the compensatory tax policy consists in 

- 1 , ^ ..•* - •“ "* * *- * * * - , 

toxes_mjtimM pf boom. e,g, taxes or. Jjfrck. 
exchange transactions, sales tax, excess, profits etc, with a 
view to curb farther expansion by discouraging specu¬ 


lative ventures and the Investment of new capital by 
lowering the estimated profits. \Tne compensatory tax 


policy also implies that in times of depression certain taxes 


may be relieved e.g,' the tax liability of funds applied for 
reconstruction and replacement may be reduced with a view 
to nromote industrial development.\G*Jmmodity taxes 
faajre an important part in a compensatory fiscal policy. 
yWhen inflation is evident, commodity taxes may be 
employed to raise more revenue and to, drive consumer 
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vfunds away from the markets and discourage spending. 
During a depression commodity taxes may be reduced to 
leave with cousumers more funds to purchase goods and 
services and to remove from producers and dealers a 
considerable burden of taxation.* As a consequence 
consumption will be stimulated, production* and invest¬ 
ment would be encouraged. 

Mention may be made of the Von Papen plan of tax 

relief during the German Depression in 1932. • • 

• • 

An essential part of the Von Papen scheme was the 
issue by the German govehiiftent of tax certificates which 
should W employed in payment of certain taxes restrictive 
of production e.g, the transportation tax, the turnover tax, 
the trade tax, the land and building tax. With regard to 
transportation tax certificate was issued to the full amount 
of the tax, i.e, the tax was remitted entirely. With 
•regard .to other taxes certificates were awarded to the 
extent of % th of the amount. These certificates could be 
used for the payment of certain federal taxes e.g, tariffs, 
excise to the extent of £ th of the total amount due each 
year between 1934—1938. The certificates could not be 
used in payment of income tax for the income tax was not 

4 

considered restrictive of production. Devices were als£> 
used to keep up the value of the certificates e.g, they 
could be used as collaterals against loans. 

The Von Papen plan had three special features ;— 

(1). the scheme of the issue of tax Exempt securities, 
•(2). the grant of subsidies to employers for additional 
workers employed, and*(3) permission to lower the offi¬ 
cial wage rate if the number of workers be increased. 

The dominant purpose of the tax remission plan was 
to fight the depression and bring about a revival of business. 
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A policy of public works Has also the same end in view./ 
But there are fundamental differences between the tax 
remission plan and the public works plan. 

P 

Tax Re mission Versus Public Works 

Firstly, public works inyojve the entry of the state into 
business while under the tax certificate plan the state 
keeps aloof from business and only seeks to create favoura¬ 
ble conditions for the revival of private business activity. 

Secondly, the effect of public works is more direct 
while that of the tax certificate 1 plan is round about. The 
public works policy injects in a straight forward manner 
the purchasing power into national economy; the tax 
certificate plan seeks to create favourable conditions for 
business revival. Much depends, however, on how the 
plan acts on the manner or behaviour of entrepreneurs. 

Thirdly, a public works programme is likely to causjea. 
general rise of prices. Under the tax certificate plan, 
however, the assumption is that more • producers and 
consumers would come into existence and prices would 
have a tendency to rise. 

Fourthly, public works inject a stimulus in one part 
of the national economy and wait for their action on the 
secondary and tertiary repercussions. The tax certificate 
plan, on the other hand, operates over a greater part of 
the economy and its repercussions spread out from 
different points of origin. : 

Lastly, in certain circumstances a policy of public 
works may not be possible at nil. In view pf the high 
rate of jnterest, the existence of an unbalanced budge t 
and the possibility of an adverse „ effect. -on—the-foreign 
exchange, public works policy may not be adopted by the 
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government at all. The economic situation in Germany 

during the 'thirties offered a strong argument for an 

attack on business inactivity through the alleviation 

of taxes. • . 

But the Von Papen plan from the beginning suffered 

from two important handicaps. Firstly, the underlying 

^ 0 

idea of the plan was that the entrepreneurs would take 
advantage of the plan to increase the volume of produc¬ 
tion. The plan failed because the volume of certificates 
was not large enough to force producers to expand their 
business. Secondly, the*amount of certificates issued 
dependeckon the taxes paid. If economic activity declines 
after an estimate has been made, the proceeds of the 
relevant taxes fall heavily and the government are unable 
to issue the requisite amount of tax certificates. 

If is for the above reasons that the tax certificate plan 
failed in Germany. 


Criticism of Compensatory Fiscal Policy 

\xf?irstly, Compensatory fiscal policy is attacked from 
the standpoint- of orthodox fiscal theory on the ground 
that it only redistributes existing production and tha t it 
fundamentally assumes that spending wit 


^improve ec onomic we lfar e. 

This orthodox view is entirely wrong. v?ompensatory 


fiscal policy assumes that the levels of employ ment and 
p roduction in a private economy are deter mined by the 
le vel of effective demand - i,e, of spending. Public expeh- 
diture can under favourable circumstances create effective 


demand by putting funds injo the hands of individual* 
for consumption and spending. The neo-c l assica l school’' 
assumes that there is but one equilibrium position—that 





1S8 


PUBLIC FINANCE 


of full employment. Underemployment is only a 
temporary lapse of the economy, carrying its own correc¬ 
tives. Under such assumptions compensatory fiscal policy 
only • disturbs the forces working toward equilibrium. fAs 
against this Keynes has shown that in the actual condition 
of current economic order equilibrium is also reached at 
any level far below full employment, the level being 
dependent upon consumpt ion and investment—effective 
demand. .At this underemployment equilibrium, consump¬ 
tion.. and investment stand in a complementary relation 
with each other. N^fincrease of investment will increase 
employment and income and thereby increase consumption. 

^•Similarly, an increase in consumption ^jU-faise the 
prospective profitableness of investment. ' .Hence spending 
"by government during a depression creates employment 
and production, and puts unutilized productive capacity 
of the economy to work. Correspondingly, at a point 
of full employment equilibrium, consumption and invest¬ 
ment stand, in a competitive relation with each other, 
'if investment is increased, consumption must be reduced 
and vice versa. At this stage compensatory fiscal policy 
would involve heavy taxation and a heavy reduction of 
expenditures. 

r Secondly, another criticism put forward is that just 
as compensatory spending creates employment, there is 
a corresponding fall in the volume of private employment. 
In other words, government can create employme nt only 
at the expense of private employmenl 

is criticism is incorrect . the stage of under¬ 
employment compensatory, fiscal > policy can certainly 
create new employment but at the stage of full employ¬ 
ment government has no spending policy to pursue. 
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fiscal 


Criticism is also offered against compensatory 


policy on the ground that it may have adverse e 
upon the expectations of entr epr eneur s so tha t busin ess 
confidence will be undermined. It must be noted, however, 
that in a depression compensatoy spendyjg policy is 
pursued not to damage tnisiness confidence but to 
stimulate a recovery and compensatory tax polic y is 
that which greatly influences private propensities to 
spend. . •. ~ 

vThirdly, com pensa tqyy fiscal policy is cri ticised on 
the groun d tha t it w ould increase the volume of public 
debts/ But a careful analysis of the public debts of 
modem governments would show that the major part 
of the debts has been incurred for wars and a small 
part is related to compensatory operations, Moreover, 

gov ernment s can certainly have budget_surpluses in 

periods of prosperity to provide for debt*, pa ymen ts. In 
fact, It is far better to have a burden of debt incurred 
for compensatory purposes than to have a low level 
of economic activity. 

X/Pourthly, political objections are offered against 
compensatory fiscal policy on the ground tha t it would 
establish ,ag.„. eiaplsyer^mployee _ relation between^ the 
government and citize ns and that the forking of private 
economy would be completely choked by the govern- 

jm— i — < y -—i - i . . m nin i n^'—Ttlni Hi im 

m ent con trols ov er th e distribution of income and private 


spenaini 


policy is intended not .to socialise the economy but to 

* ***** »*«**••.- V— «... -- 

operate through the private economy. The objective 
is to stimulate private spending and the private demand 
for labour in times of business depression and to discourage 
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spending in times of inflation. Moreover, control is not 
exercised over total spending of the taxed individual. 
It true that some redistribution of income takes place 
thrpugh the use <jf progressive taxation but that is 
inevitable if. taxation is to be based on the principle of 
ability to pay. tyris true tha\ compensatory fiscal policy 
, means a distinct departure from pure laissez faire and 
may mean some loss of freedom. But that is inevitable 
because the private enterprise system cannot -cure its 
inherent instability, and widespread unemploym ent also 
means a tremendous loss of personal freedom,!) The 
compensatory fiscal policy has completely destroyed 
many favourite assumptions of the orthodox school and 
has come to stay. 

It is, however, important to note some conditions under 
■which compensatory fiscal policy may he successful. 

The first condition is practical. Government' should 
have an adequate economic and statistical machinery 

. —A***. ,. .... 4. « * •** " *" 

to direct intelligently the administration of compensatory 
devices. 

r T he se cond condition is technical. As tax 
relief and compensatory spending are to be resorted to 
fn a depression, sufficient reserves must be built up 
durim 







it 


and to 






remission and public spending during depression. Govern- 

Iiy ** .Irf* M [ . ^ r _. 

ments have often, made mistakes by lowering taxes 
in good times and have borrowed to finance public 
works, and then have been forged to raise taxes during 
hard times. 

The thi rd condition is psych ological. flexible 
adjustment of "taxation™to changing" economic conditions 
may be difficult to secure. The Parliament is certainly 
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not a body competent to secure this continuous adjust- 
meat. Only an expert commission can control taxatio n 
according to changing economic conditions. 

But psychologically frequent tax"changes may cause 
uncertainty among taxpayers and in t3is respect a flexible 
tax programme may itself .cause rather* than cure 


instability. 

\/^Lastly, it must be remembered that a com pensatory 
fiscal policy, by itself m aggot influence the course "of 
econom ic events. Tax reductions and public spending 
by themselves may not c ufe aMepression at-flll. Nor will 
heavy tiftcation by itself put a check upon powerful 


inflationary forces. Monetary measures a re as much im- 
portant as fiscal measures^ 



CHAPTER XE 


The nature of Public debt. Public and Private debt. 
Borrowing or taxation. Classification of Public debts. 
The multiplicity of Debt forms.* Recent trends in public 
debts. Special inducements to lenders ; the problem of 
tax-exempt securities. 

The Nature of Public Debts. * 


\ /Public debt should properjj come under the head of 
Public Income, but in as much as Public debt gives rise 
to problems peculiar to itself, which cannot be treated 
along with Public Income, Public debt has been treated 
as a separate branch of the science of public Finance. 

| \^nblic debts are loans raised from the public by the 
Government as the representative of the community for 
the benefit of the whole community. The word “public” 
here is ^jised in a broad sense to include banks, business 
organisations and individuals. 

\yl*ublic debts are more or less a recent phenomenon 
and have come into prominence with the gradual esta¬ 
blishment of democratic governments and capitalism. In 
fhe past these debts were regarded as obligation of 
kings. But the personal guarante^of the kings is not an 
adequate guarantee of debts. \^he transition to democrac y 
has increased the willingness of the people to lend 
because there ^ no risk involved in lending to a democra¬ 
tic state. s^Ajfother factor which Jias helped the growth of 
public debts is the developm ent of economic institutions 
like the Money Market and the Stock Exchanges where 
public bonds or loans or stocks can be sold for money. 
Public confidence is a great factor in* the success of a 
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scheme of public debts . People today are confident that 
that their money is safe and can be got back when re¬ 
quired through stock exchange 
import ant factor in the in creas 
the necessity for financing wars. •• 

The laissez-faire tradition * of the 18th and 19th 
centuries discouraged public borrowing and regarded 
it as a tendency towards extravagance on the. part of 
governments. ' .The laissez-faire economists thought that 
even in an emergency bq^jo^ing should be avoided by 
taxation, inflation and the accumulation of surpluses. Let 
ns analyse the laissez-faire position. In an emergency 
taxation is ineffective. Inflation leads to further inflation 
and redistributes income in a most injurious manner. 
As regards the accumulation of surpluses the state is 
f not likely to know beforehand how much will be required 
in an emergency. the emergency is grave, the surplus 
will soon run out and borrowing will be necessary. 
Moreover, the building up of the surplus through heavy ^ 
taxation in good years may not be consented to by the 
people. Then the question arises—in what form is the 
surplus to be kept ? The surplus may be kept in the 
form of gold and in investments in foreign or national 
securities. If the surplus is kept in gold everywhere, the 
result will be a high rise in the price ofjgold. This is 
clearly undesirable. If the surplus is.kept in foreign 
securities, it will not be realised in an emergency. In the 
case of national securities,. the realization of securities is 
not always easy because investments might have been' 
made in industries which are essential for the emergency 
or which are likely to.be subsidised by the government 
for various reasons/ Moreover, the government will'have 


operations. But the most \ 
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to pay a high price for the securities in good times and 
'will have to bear the loss due to their depreciation in times 
of emergency. It is thus clear that no government can 
afiord/fo follow a policy of avoiding public debts. 

X^ublic borrowing is of considerable importance in a 
compensatory fiscal policy.* As consumption and invest¬ 
ment (spending) decline considerably during a depression, 
government borrowing of idle funds is likely to be income 
—inducing and creates employment when. under-employ¬ 
ment exists. Public spending to offset the decline in 
private spending is made possible by public borrowing. 


Public and Private Debt 


Much confusion in the sphere of public debts arises 
from the fact tjxat we very often think of public- debt 
in terms of private debt and apply identical standards 
to both. y£Ji£re are, however, fundamental differences 
between the two. 

* 4 

The state possesses sov ereign powers and has a 
perpetual life. This fact explains much of the difference 
‘between~~public dabt and private debt. The state cannot 
be bankrupt.\ifs position regarding borrowing, repudiation 
' and repayment is different from that of private individuals. 

The fact that the state has a perpetual life makes 
possible the phenomenon of perpetual debt. In other 
words, a perpetual prol<jjf£ation of the duration of public 
debts is possible. \ state can borrow even on the 
expressed condition of the non-fepaymcnt of the amount 


of capital borrowed. 

I individual when he incurs a debt does not consider 

the effect of his economic action on the rest of the 
community. H is individual action ■ may not, in fact. 
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have any impact upon the economy. To the state, on 
.the other hand, the important t hing for o^pgi^raimn ( 
is the effect of the budget policy on the, community 
a s a whol e i.e, how far it augment* or injures the 
national welfare. 

The essence of debt—pifblic or private—consists! 
in the^fSe by one person of the savings of another. | 
Jn-'-fhe case of private debt, the debtor and the 
creditor are different individuals. In the case of public 
debt which is held intercity, the ultimate debtors 
i.e., taxpayers may be the creditors i.e., bondholders. 
As the stale embraces all economic units, the incurring 
of an internal debt involves simple transfer of funds 
within the society. But it must not be supposed that 
an internally held debt imposes no economic burdens. 
.'^herf'”the funds are pro ducti vely invested, national 
income becomes larger, and there i s a net benefit to 
society as a whole. But when the funds are not prod- 
uctively employed, the debt involves a system of transfers 
which may impose burdens upon members of. the 
society. 

~~T><rVite makes the ingenious plea that public debt 
is the alternative to private borrowing. When the state 
borrows in an extra-ordinary situation, it does so because, 
otherwise, it has to procure the necessary funds by heavy 
taxation. In the case of high taxation by .government, the 
individual taxpayers are either to borrow or to sell 
property. Preferably they y?ill borrow frojp'*fme another. 
Obviously there is a room for it. “NThfis borrowing by 
the state is an alternative to borrowing by individuals. 
Looked at from a different point of view, it may be 
said that an extra-ordinary public expenditure must be 
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distributed among individual taxpayers in such a 
■way as to make it .compulsory for each taxpayer to. 
make provision for the share assigned to him. Thus if 
an extra-ordinary ^ tax is levied, it will lead to a series 
of private.^ loans for, otherwise, taxpayers would be 
compelled to sell their property to make provision for 
the tax. In this way loans made by the state may be 
regarded as an alternative to the series of private 
loans. * The transformation of individual obligations 
into a single, joint obligation of all taxpayers makes it 
possible for the state to incur loans at a lower rate 
of interest than the current rate of interest on private 
debts. In other words, it is communal borrowing at a 
lower rate instead of individual borrowing at a higher 
rate. 

Borrowing or Taxation 

Some writers on public finance are of opinion that 
ordinary government expenditure should be met from 
taxation and extra-ordinary public expenditure should 
be met from borrowing. This distinction is not always 
practicable. A government may be in a position to meet 
even extra-ordinary expenditure by taxation. Moreover, 
the extra-ordinary expenditure will have a tendency to 
be ordinary if a sufficiently long time is taken into 
account. There is no uniformity in the interpretation 
of these budgetary terms. An ordinary expenditure 
for one government may be extra-ordinary for another. 
It is true that borrowing is fesorted to when taxation 
is impracticable and. socially harmful. Where a 
particular expenditure can be met by equitable taxation, 
borrowing is not necessary. If taxes can raise funds to 
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finance a programme of public works, borrowing, is 
not necessary to raise the necessary capital for the 
purpose. 

Borrowing and taxation are not substitutes for each 
other ; rather they are complementary and a government 
can advantageously use both. • * 

Classification of Public Debts 

To understand different types of public debt it is 
necessary to make a clear distinction between gross debt 
and net debt. The gross debt includes the principal 
sum of all treasury debt obligations outstanding. These 
debt obligStions are represented by “securities” i.e., 
contractual promises to pay by the government. At a 
particular time the salaries of government servants 
may accrue but may remain unpaid. Such accrued 
expenses should uot be included into gross debt. Due 
to delay in administrative action a large amount of 
claims against the government may remain unpaid. 
This does not enter into the total gross debt. Interest 
is not, properly speaking, a part of gross debt. But 
governments on many occasions include interest into 
the calculation of gross debt. Take the case of National 


Savings Certificates in India. The holder of a National 
Savings Certificate of say, Rs 1000/- is entitled to get 
a payment of Rs 1500/- at the expiry of twelve complete 
years. In this case the interest is added to the principal 
and the government of India accepts the total sum as a 
debt* obligation. Even before the expiry of twelve years 


the government stands ready to pay the principal 


plus a stated amount of interest so that the treasury 


in estimating its obligations takes into consideration 


the current amount.including accumulated interest. 
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When the cash in hand or the amount definitely 

allotted for debt retirement is subtracted from gross 

• » 

debt, we get the net debt of a government. Thus amounts 
in the sinking fund and the amount of treasury balance 
due to excess of receipts over payments must be de¬ 
ducted from gross debt to get a correct picture of 
the net debt position of the treasury. 

There are many principles of the classification of 
public‘debts. 

Firstly, we can classify public debts into (a) forc ed 
loans, (b) patriotic.. _loads, / fc) voluntary or business 
loans—according to the motive wifE which the 
individual lends to the government. In a grave emer¬ 
gency like wars, government may resort to a forced 
loan, say, by seizing all bank deposits, as an alterna¬ 
tive to confiscation. A forced loan combines the elemen¬ 
ts of confiscation and borrowing. The terms of the 
loans and the rates of interest are dictated by the 
government and to that extent the forced loan has an 
element of confiscation. But the fact that the govern¬ 
ment will repay in future gives it an element of borrow¬ 
ing. During the World War II a sort of diluted forced 
savings came into force in the shape of deferred savings 
or compulsory savings emphasize d by Keynes. • 

Patriotic loans are possible in an emergency when 
the government appeals to the people to accept a lower 
rate of interest.' But in times of prolonged emergency 
bonds are bound to depreciate and the credit of the 
government sinks very low. 

In the case of voluntary or business loans the 
government enters the market like an Quinary credit 

• Sm chap tar XVI. 
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institution and investors are free to subscribe to the 
loan as in any other society. 

Secondly, public debts may be classified into productive 
loans, unproductive loans and deadweig ht debts. 

Loans are productive when the funds raise? by such 
loans are spent on public worlds, like rail ways,*So that these 
debts are fully covered by the possession of assets of equal 
value. These bring their own interest and confer. 
economic benefits to the community. • 

The funds'raised by loans may also be used for unpro¬ 
ductive purposes on cousutnptron. 

Loans* are sometimes used neither for productive nor 
for unproductive purposes, but for the prosecution 
of a war. These debts bring no return and are 
called deadweight debts. Deadweight debts include 
funded .debts, terminable annuities and unfunded 
debt. The interest on deadweight debt is obtained from 
taxation. 

Thirdly, Utsula Hicks distinguishes three types of 
public debt j fa) deadweight debt, (b) passive debt, and 
(c) active debt. • Deadweight debt as arising from war 
expenditures in no way adds to the productive power of 
the community. Passive public debt is one incurred from 
expenditures which, while yielding utilities and enjoyments 
to the community, as in public parks, museums etc, 
neither bring a money return themselves nor add to the 
productivity of labour and capital. This is different from 

atr active public debt incurred for constructing self- 

% 

liquidating capital projects or for expenditures of a type 
intended to raise the efficiency of the people or the produc- 


• 0. K. Hicks >~Th« fln&nc* of British govtmmtnt. 1920-36. 
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tirtty of the nation as a whole. It is difficolt to draw a 
sharp line of distinction between passive and active public 
debt Thus the debt incurred for constructing public 
parks is passive because such public parks mainly yield 
consumption utilities, but public parks may also contribute' 
to the healttffcnd efficiency ,o( the people and to that extent 
the debt incurred is active public debt. 

. . Fourthly, public debts are classified as external and 
ifitfipal- - The internal loan is subscribed by persons or 
institutions withip the boundary of the state * it is external 
if subscribers are persons or institutions outside the boun¬ 
dary. The payment of the annual interest and‘principal 
of an externally held debt are supposed to involve 
hardships and are therefore likely to exhaust the resources 
of the community. The repayment of an internally held 
debt simply involves a transference of resources within the 
community fomt^yers to bondholder An internal 
debt has an additional advantage. The interest of the 
-j n ^ jgbt may be taxed by Jhe government bSrtfiiT 
interest on external debt cannot. An external debt may, 
however, be converted into an internal debt and vice versa, 
b y JM- simple ..process of sale and purchase. If the public 
securities held by foreigners are purefiSed by members of 
the debtor community, the external loan is transformed 
into an internal loan. Similarly, an internal loan may be 
gradually transformed into an external loan by the 

purchase by foreigners of public securities held by members 
of the debtor community* 


JPjfthifepublic debts may be classified into sh ort period. 
J oa g -pc n od and intermedig^pgaodjoans on the principle 

° f ! l &SG~r -°£P^od.of thejoans. These may be 
put into broad subclasses as funded _ 
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Funded debt means debt, t he principal of whic h need 
never he repaid, sucl Tas British consols. Unfunded debt 
means debt, the principal of which must be repaid not 
later than a fixed date in the future. Floating debts inean 
very short period loans repaid witffin one year. These 
consist of Ways and Means, advances and treasury bills 
which are repayable after three months. In India 
unfunded debts include provident funds of the^ government 
employees, post-office savings deposits, cash certificates and 
other minor funds. For practical purposes this distinction 
between funded and unfdfldefl debt is unimportant. The 
distinction between short period and long period loans 
tends to pass away as the time of maturity approaches 
nearer and nearer. 

These loans are issued in two broad forms as 
Annuities ... and - .Bogfl «L Where there is only the 
provision for receipt of interest and no repayment of 

- " “k ’ .... ^II I 1.1 I ■— — * ■ .. ! 

the lender receives an annuity. Annuities 
perpetual or terminable. In the case of a 
terminable annuity the interest payment will cease 
after a certain number of years, say 30. These are 
ordinary terminable annuities. Here the a nnual payme nt^ 
consist of interest and part of the principal. In the casa 
of life annuities which are sold on life insurance principles 
the government acts as a life insurance company and the 
question of insurance against death arises. Deferred 
annuities are those in which money is paid after a certain 
period of time. Reversional annuities or tontines have an 
Italian origin. Here several persons subscribe to a tontine 
and are entitled to the benefit? during their life time. In 
the case^of the death of some subscribers, the survivors are 
entitled to the benefit of the totid annuity shares. . It is a 
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case of subscribing; jointly but receiving severally. 
Tontines were issued by the British government during 
the 18 th and 19th centuries and have now gone out of 
fashion. 

M Multiplicity of Debt Forms 

What is the justification for such a variety of loan 
issues ? 

Firstly, the requirements of the public authority are 
not all of the same type. Government may borrow to 
build a ship or to meet a budget deficit. The loan issues 
in the two cases would vary. A multiplicity of debt forms 
seeks to conform to the varying purposes for which loans 
are issued. This is the explanation from the demand side. 

Secondly, all investors have not the same mood and 
inclination to lend. Some may lend only for a short term, 
others may lend for a longer period. Thus different debt 
forms meet the tastes and needs of different investors. 
This is the explanation from the supply side. 

The aim of a government in giving a variety of debt 
forms is to secure a two-fold advantage. Firstly, the 
finance minister seeks to secure better terms for the state 
as regards rates of interest and repayments. Secondly, 
the government tries so to distribute loans that the 
maturities come in a series, not all at a time. 

In practice these aims are hardly realised to the entire 
satisfaction of the government because the market condi¬ 
tions are bound to qualify the government's position. The 
actual distribution of total debt among different forms 
. depends on financial outlook or future prospects, the 
relative willingness of the market to observe one variety 
or the other due to bearishness or bullishness, the nature 
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of the emergency which compelled resort to loans and the 
prospective future burdens on the treasury. 

Recent Trends in Public Debts 

Several factors have contributed to the growth of 
public debts in recent years, # 

The most important factor in the growth of public 
debts has been the overriding necessity of financing wars. 
In U. S. A., for instance, the effect of war upon the gross 
debt may be'put thus ; a 38-fold increase between 1860 and 
1870 ; a 21-fold increase between 1910 and 1920 ; a 6-fold 
increa^ between 1940 and 1946. • Approximately 90 p.c. 
of the federal debt of the U.S.A. at the end of fiscal 1946 
had been incurred for wars. The burden of this huge 
debt, incurred exclusively for war purposes, has been 
found to be by no means unbearable. 

Other contributory factors have been the long under¬ 
employment period of the thirties and the fear of heavy 
post-war reconversion unemployment. Both in Britain 
and U.S.A. these factors have acted as a constant pressure 
to increase debt and have strengthened the case for a 
compensatory fiscal policy. It may be maintained that 
the assumption by the government of responsibility for 
maintaining full employment may give rise to a mounting 
public debt so that the national debt would grow in time 
of peace as well as in time of war. The governments in 
trying to nationalise ‘key’ industries* and in planning long 
term investments have to wait for a considerable period 
of time before profits accrue. Moreover, public utilities 
may be managed not so much by considerations of profit 


* Taylor - , The Economics of Public Finance, P. 140. 
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as by considerations of social utility. This might cause 
a deficit. For all these. reasons it is quite reasonable 
to hold that public debts will have a tendency to expand 
for some time to come. 

Paradoxically speaking, however, increased borro^ng 
has been invited by the growing tax resources of govern¬ 
ments. The .credit of a government depends a great 
deal on the government’s power to tax and on its 
policy of d£bt repayment. A sound and sustained, policy 
of debt repayment by taxation encourages the public 
to lend with the knowledge that the government would 
fully meet their obligations. 

Special inducements to lenders ; Tax-exempt securities 

• The investors in lending their money to the govern¬ 
ment are primarily guided by considerations of the annual 
return to which they are entitled. A longterm debt 
which is not repayable before a particular time may 
be an inducement to investors. Suppose government 
incurs a debt at 4%. Even if there is a possibility 
that the market rate of interest would fall to 3%, 
government would take no advantage of that by floating 
a «,new loan at 3% and paying off original creditors. 
On the other hand, to make debts repayable at an early 
date offers an inducement to investors if there is a chance 
that the market rate of interest would rise in future. 
The lenders will be' protected against capital deprecia¬ 
tion and will be able, when repaid, to invest their 
capital at the higher market rate and so to get the 
advantage of a higher annual return. 

Another special inducement is the right of conversion 
into subsequent loans if issued at a higher rate of 
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interest. I£ holders of 3% bonds are allowed to convert 
their bonds into newly floated 4% bonds, it would be 
a special inducement to lenders. Also the government 
sometimes promises to pay back a loan with a premium 
and that is a special inducement? On the other hand, 
the issue of loans at a djpqount is anotlfer method of 
attracting subscribers. 

The most common inducement offered by govern¬ 
ments is the exemption from taxation of income from 
their own securities. The government also sometimes 
recognises the right o#‘holders to tender these securities 
at a prfce above the market price in payment of taxes. 

The problem of tax-exempt securities raises a number 
of issues. The exemption is granted for public rather 
than for private reasons because the exempted classes 
or institutions perform a really useful function. 

The chief reason which led to the exemption of 
government bonds from taxation was the necessity of 
collecting a large revenue at cheaper cost to finance war. 
The investors get the benefit of lower tax payments and 
the advantage from the fact that they would be able 
to capitalise the exemption of tax in the securities and 
thus can sell the securities at a higher value later on. 

The tax-exempt securities, however, give rise to a 
number of disadvantages which cannot be ignored. 

Firstly, there is a loss of revenue in the shape of 
reduced income tax. 

* Secondly, tax-exemption means the liberation of 
unearned income at the expense of earned incomes. 
Experience has shown that tax-exempt securities are 
specially attractive to wealthy persons when the income- 
tax rates are extremely high. In addition, rich men 
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who invest in such securities escape from the burden 
of the "tax which must accordingly be borne by the 
poorer classes and the recipients of moderate income. 
Tax-exemption thus may upset the system of graduated 
taxation. It thus indirectly prevents reduction of the 
tax burden of the community. • , 

Thirdly, the effect of such tax-exemption on othpr 
classes of bonds will be unfavourable since the demand 
for them "will fall. The issue of such bonds may 
prevent the government from taking adequate advan¬ 
tage of low rates of interest in the longterm market 
as happened in England during World War I. 

Fourthly, as tax-exemption lowers interest rates at 
which governments can borrow, it places private borro¬ 
wers at a handicap with respect to interest rates and 
possibly diverts funds from private enterprise to govern¬ 
ments. This would considerably hamper the policy of 
stimulating investment in private enterprise to increase 
the national income. 

The ultimate factor which enters into the calculation 
■of investors is the credit of the government. Govern¬ 
ments will not require the tax-exemption privilege to 
secure loans if their credit is sound. If their credit is 
weak tax-exemption will not offer any great inducement 
to investors. That is the fundamental fact. 



CHAPTER XlD 


The effects of Public debts. Advantages and Dis¬ 
advantage*. Place of Loans in* Public Pinance. Longterm 
debts—their significance. Uses of short-term loans. Ad¬ 
vantages and Disadvantages of Debt Payment. Limits to 
Public Debtsi. Pebt control. 

/ The EffeoU of Public Debts 

t Public credit is a useful instrument of governmental 
policy. The functioning of the economy depends upon 
the tax structure designed to finance the interest payments. 
The. economic „ effects of public debts are ^bKOUdly' 
employment-creating utility-creating or efficiency- 
creating. etc..* All these economic effects will depend 
on The character of expenditure for which debt is 
incurred. * 

•In England after the Napoleonic wars the huge debt^ \ 
weight debt helped the growth of individual savings. 
The tax-structure mainly depended on indirect taxes 
and did not affect at all the incomes of the richwhp 
held such government bonds. It was a period of in¬ 
dustrial revolution and the dead-weight debt helped to 
• direct funds from consumption to savings and thus j 
made rapid industrial expansion and greater employment 
possible. The new financial institutions like banks, 
stock market, life insurance companies—found sound assets 
in government bonds. Indeed, public debts introduced into 


* Himm : FI teal-policy and Baslnmt cycle *; P. IS2 
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a rapidly changing industrial system a high degree of 
steadiness and security. 

On the other hand, public debts during the 19th 
centbry neglected utility-creating public improvements 
like education, public health, etc. 

After World War I the function of public debts was 
mainly to stimulate consumption by divetting funds from 
savings to consumption and to effect a larger volume of 
consumption expenditure relative to income. The 
circumstances have changed. The tax-struct ure n ow 
mainly depends on direct taxeV and progressive taxajtipn 

affects the higher income groups rather severely. 

^ . *• •»...• • — •• •• ~~ ...» • 

Unemployment can be attacked by public expenditures 
financed by a gradually rising public debt. But such 
a method does not necessarily alter the unequal distri¬ 
bution of income in society. PjlhlilLborrqwing’ main iy_ 
tgkesjplace from the wealthier sections of the community. 
And. if_the annual interest is covered by regressivejaxa- 
tipn, the inequality of incomes will be very pronounced. 
Yet even here expenditure on capital projects would have 
pome stimulating effect on the’ economy. And to that 
extent there is a legitimate place for loan financing within 


appropriate limits. ^ 


e advantages and disadvantages of public debts 

v 

ublic borrowing is an effective instrument of fiscal 
policy at the hands of the government Without borrow¬ 
ing many public emergencies would not be financed at all. 

Public debt establishes a financial contact between 
the government and the governed and in a democracy the 
electorate gets fully informed.' ofthe financial policy of the 
government. ... 
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Bond holdings act as liquid reserves against contingent 
cies. These, apart form obviating the need for saving 
current income, indirectly increase propensity to consume 
from current incomes. This copsumption-mducing 
function may be an important factor in the jnaintenance 
of a high and stable level *of national income. On 
the other hand, in an inflationary period bonds act as 
good outlets, for savings. In other words, when safety of 
investment is the paramount consideration these act as safe 
securities in which funds may be invested. Investments 
in treasary bonds by joint-stock companies, insurance 
companies etc clearly demonstrate that such government 
securities are high grade liquid objects of investment. 

There are many different types of government 
securities which . appeal to various classes of investors 
, with different tastes and outlook. And in addition there 
‘ is the democratic assumption that the financial policy of 
the government is approved or rejected by the citizens 
themselves man^ of whom are investors in such securities. 

On the other hand, there are same important 
factors to be taken into consideration.\jftbe public debt 
charge is large in relation to the national income of a 
country, the financial position of that country is by no 

means sound. There would_be co ntinuous inflati on 

which would ^txqy_aavings_and jyould. dbtcriwiOftte 
against ell withJiAedJncome^. A large __%bt ni$aj#..% 
large class of rentiers who would receive _ payxnent^dfom 
the” proceeds of the high rates of taxes. STJa^e Is a 
limit beyond which taxation ~ would seriously im pede 
®ehHveknd reduce stimulus to Enterprise. If such a large 
public debt consists mainly of longterm b onds, there would 
be a depressing effect on the ecouoihy. 
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The study of the inflationary potentialities of public 
borrowing involves consideration of the moneti zation of 
fee debt in termsof both currency and cre dit. 

Currencj^expansion^ i.e., iss ne of paper money has the 
same effects as t axation. Governments gain purchasing 
power while individuals -lose it. It involves a forced 
og,ntrihntinn to government. It inflates profit incomes 
at the expense of other types. 

Another method of monetizing public. debt is to p^e 
securities as the basis for credit expansion. During the 
two world wars the bank's field over a considerable part 
of the public debt and provided a great incre ase m money 
in circulat jon . The large money supply and liquid assets 
are spent on a limited quantity of goods, resulting in 
jpflation. Direct price, control and rationing seek to. hold 
down inflationary pressure during a war. But aftpr the 
war de-control startsand a large volume of liquid assets 
remains available for spending. 

The existence of a large public debt may have an 
influence on the interest rate and o n its use to fight the 
business,cy cle . A vast public debt may frustrate the 
exercise of effective monetary and interest policy by the 
'government or the currency authority to fight an 
inflation. What then should be the place of loans in 
public finance ? 

* » 

Place of Loans in Public Finance 

J i.The usefulness of public loan depends upon the 
usefulness of tjte purpose t o wfaith it is devoted. 


Public de 


as a supplement to the current 
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The que#. 
it legitimate 

for a state to borrow ? 

Students of public finance agreg that it is legitimate 
to borrow at least for the following purjjpses, viz, (a) 
the covering of temporary ‘deficits, (b) the meeting erf 
emergency expenditure, and (c) the financing of capital 
outlay. 

Short-term loans to meet and cover temporary deficits in 
the treasury due to the uneven flow of revenue from month 
to month are clearly justified. It is impossible to synchro¬ 
nise completely the rate of expenditure with the rate of 
revenue collections from time to time. The expenditures 

are bound to run at a more even rate than the tax 

% 

collections, only a portion of which is continuous in nature. 
But it must be noted that the regular recurrence of deficits 
in the budget should not be met indefinitely by borrowing. 
Habitual shortage must be met by additional revenues*..'. 
In the next place, short term loans are also justified 
when used to cover temporary budget deficits due to 
unforeseen emergencies necessitating additional expendi¬ 





tion then arises—under what circumstances is 


ture, or to miscalculation of revenue or a sudden fall in 
revenue. Tax incre ases cannot always be made at rf 
moment's notice . Moreover, a new and a broader tax 
requires time to become fully productive. Borrowin g 
becomes the o nly fe asible method of pro viding immediate 
financial relief in a serious emergency situation. Such 
contingencies are bound to occur and the issue of short¬ 
term loans to be liquidated in the next budget constitutes 
an effective way of taking care of them. 

Capital outlays for remunerative purpose s like the 
construction of railways ”an3 road transport, irrigation 
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and, prevention of floods etc, may be financed by loans 
because the return from such expenditure when spread 
over time can repay the capital with interest. Further 
it is only fair that the successive generation who will use 
their properties and be benefited by them should also 
pay for them. A community which refuses to finance 
capital outlays by borrowing and thereby denies itself 
the use of the additional resources for productive work 
which borrowing would place at its disposal may be 
condemned to a slow develooment. Nevertheless 


lopmi 

all-loan policyjs not always justified . Public loa ns should 
be~use3 in conjunction..with and not in complete substi- 
tution of taxes in the financing of capital outlays. An 
all-loan policy is subject to certain difficulties. Public loans 
may be used to finance extravagantly conceived and 
socially unproductive public works. They may be used in 
place of legitimate taxation and thus may extend tbe public 
indebtedness beyond the point of safety. They have no 
reserve credit tfor emergency. They may, in bertain circums¬ 
tances, work to sustain and accentuate an already too great 
expansion of industry, commerce and government activity. 

An all-loan policy many be justified only under 
■two circumstances. Firstly, communities which are yet 
in a relatively undeveloped state and lack means for 
raising by taxation even a part of the capital projects 
may depend wholly on loans. Secondly, this policy 
may even be justified in the most prosperous and 
developed communities in times of business depression 
when it i s important to keep taxes low and yet execute a 
large ampirat of public works. 

•wing has an .important place in. a counter cyclical 
fiscal policy. T o fight depression and to prom ote economic 
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recov ery publjp- spen ding 

reduced. ■\JJdfrowing would be.necessary to fill up the 
gap between expenditures and tax receipts. And when 
the prosperity phase becomes clear compensatory fiscal 
policy would reduce public debts and increase taxation. 

The Significance of longterm Debts 

A longterm debt postpones the question of redemption 

to a future, and allows the government ’sufficient 
• • 

time to build up a surplus or a sinking fund or 
pursue a convenient **poficy of debt redemption. 
There fc no possibility of an immediate maturity, no 
fear of repayment at an inconvenient date. In fact a 
long term debt relieves a debtor government from 
serious financial embarrassment during an emergency. - 
A war • or an economic depression leaves no room for 
short term loans because the duration of the expenditure 
to fight a war or a depression is unpredictable. Govern¬ 
ments, therefore, have to depend on longterm loans so 
that there might be some recovery before the bonds are to ■ 
be redeemed. 

Against these advantages have to be set the high 
interest rates to be paid in such longterm debts. The 
longer the debt runs, the greater is the interest cost. At 
5 p. c., the simple interest will equal the principal in 
twenty years. Hence borrowing at 5 p.c. for twenty years 
finally means that the government 'shall have to pay 
J? 200 for every £ 100 originally borrowed. 

A convenient arrangement of longterm debt is to 
provide that the bonds may be called for redemption any 
time after a certain date. That would secure a double 
advantage. Firstly, as a longterm debt it would secure 
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a favourable reception in the market. Secondly, the 
government would have, the option of redeeming it at a 
convenient time, thereby lessening the burden of interest 
costs. 

t 

-f Legitimate Uses of Short-term Loans 

• • 

' Short term loans are a convenient means of meeting 
any temporary budget deficit. In other words, they are 
used to equalize revenues and expenditures during the 
fiscal period. Revenues from taxes come in irregularly 
while government expenditure ‘has a regularity. Tem¬ 
porary loans—whether as treasury bills or through Ways 
and Means advances should not result in any addition to 
the net public debt. 

As a corollary of this function short term loans may 
also be resorted to in anticipation of tax incomes in the 
future. Suppose a new tax is imposed by the government 
to raise additional revenues to meet additional expenditure. 
The yield of this new tax would be realized after months, 
if not after a year. To meet the increased needs of the 
treasury short term loans are certainly legitimate in 
anticipation of tax revenues. 

. Short term loans may be used as a preliminary step 
towards a longterm loan. If the market responds to a 
short-term loan, a government would be justified in feeling 
confident about the ultimate response to a long-term loan. 
This would help the government in the advance planning 
of details erf a long-term loon. To begin the construction 
of a railway a government mrfy require a huge sum 
which can be raised by long-term loans. But if the govern¬ 
ment requires to start the construction immediately when 
the market rate of interest is high, it shall have to depend 
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on a short term loan in anticipation of a long-term loan 
in future when the market rate of interest is likely to fall. - 

A public authority also issues short-term loans and 
repays them to influence and control the money market. 
Thus it can take away the extra money from the market 
by issuing treasury bills. Again it can release'more 
money in the market by repaying and buying short-term 
loans. 

Some writers regard this monetary managetnent as a 
regular function of the Central Bank and maintain that this 
should not be a legitimate*flse*of treasury bills. It involves 
a conflict between public finance and the monetary 
aspect of the problem. 

It is generally maintained that an indiscriminate issue 
of treasury bills gives rise to inflationary tendencies. A 
government which relies as a matter of rule on a large 
number of treasury bills must be extremely cautious. To 
depend upon treasury bills as a long period permanent 
policy is to force the danger of loss and excessive interest 
payment due to rise of the rate of interest. The finance 
ministers should not always be concerned with the narrow 
problem of the balancing of the budget but should rather 
look ahead and take account of the long period aspects o£ 
treasury bills. 

There are differences between treasury bills issued to 
government departments and those issued to the public. 

The first kind of treasury bills acts as a sort of safe 
investment for the temporary surplus of any department 
of the government. Hdre the rate of interest is deter¬ 
mined by the government. This is the *‘tap M issue a s 
opp osed to “tende r'* issue of treasury bills to the public. 
The rate of interest and the volume of the tap issue are 
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not published by the government. As regards the tender 
issue the rate of interest is known and is settled by 
competition and the conditions of the market. A govern¬ 
ment can carry on open market operations by the issue 

and repayment of treasury bills. 

/ <. 

Advantages and Disadvantages of Debt Payment 


We would now discuss the other side of the problem— 
the question of debt repayment. When a government pays 
off its debts according to the terms of the loan contracts, 
what advantages are likely to foKow f 

It is obvious that a government which meets loan 
contracts to the satisfaction of creditors enjoys the 
confidence^ the people and its credit stands high in the 
market. 

^ «l* a • 

As debt charges are eliminated the burden of the 
treasury is lightened and tax relief is made possible. 

When loans are paid off people get funds which can be 
used for consumer spending or invested in • new income— 
producing ventures. Indeed when the people need liquid 
funds they can convert securities into cash. This aspect 
of public borrowing was emphasized in the Keynes plan 
/or financing World War II by providing for the retirement 
of forced loans at a time after the war when cash would 
be needed to stimulate consumption and investment. 

Debt repayment, apart from reducing the volume of 
debts, enables the government to find it easy to handle the 
problem of debt management. It offers the government 
more freedom of choice as to interest rates and the bonks 
freed from the urgent duty of furnishing credit to 
governments would be able to devote greater attention to 
credit needs of private borrowers. 
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Debt payments may have deflationary as well as 
inflationary effects upon the economy. If funds released 
in debt repayment are utilized by government creditors 
in increased production or consumption, the redistribution 
of funds will stimulate economic activity. If, however, 
such funds are not put into thp income stream and if the 
deposits of commercial banks are reduced as public loans 
are reduced, debt repayment would be deflationary. 

Governments cannot avoid debts because wars and 
depressions cannot be avoided. At the same time the 
easy availability of credit' in ’the market should not be 
misused 'oy government through wasteful public spending, 

Governments must stop farther borrowing at the point 
where the estimated gains from loans equal the estimated 
costs because adjptymal borrowing will cause a net loss. 

Eimita to Public Debts 


The debt burden is related most significantly to the 
level at which the economy is operating. 

There arel imits to the public debt which, if exceed ed, 
wo uld tend tcTaffectaclversely t he working of the economy . 
BuT these limits are not rigid and fixed. We should take 
note of the rates of change and the magnitude of the 
public debt in relation to other magnitudes, especially the 
ratio of the public debt to national income. In other 


words, thelimits to pub^c. debts. JUUSt Jbe.£Onqe.iyed_Df „in 
t erms ofa dyuamic Process.. 

When public expenditures financed by debt call forth 


the utilization of unemployed resources which otherwise 
would not be used the result is an increase in taxable 


* Hanson : Ftecftl policy and fcninow cyclos p. 174 
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income.VSo long; there are unemployed resources the 
deficit whether financed by borrowing from the banks or 
from idle balances held by corporations and individuals 
may‘not disturb price stability. On the other hand 
government expenditures would be necessary to maintain 
full employment if, in the absence of such expendi¬ 
tures, a part of the income stream would otherwise be 
■kept as idle balances. High debt can be borne under 

^5^i25iL-5L.iaL employment __S 3 th_ relative _ jeage. 
When full employment is reached any additional 
expansion of government ^Services made possible 
through an increase in loan expenditure may ^ive rise 
to inflation. 

is erroneous to suppose that the mere size of a huge 
public debt would cause inflation. It is argued that a 
government c annot meet the interest cost of the debt and 
the normal cost of administration at t he same time from 
revenue receipts. Therefore it has to take resort to the 
printing press i.e. inflation. This argument ignores 
several fundamental factors. It must first be noted that 
the repayment of an internal debt merely involves a 
transfer of funds within the community and in this 
Respect proper attention is paid to the character of the tax 
structure. It must also be noted that public expenditure 
no less than taxation has an important influence upon 
taxable capacity. 

- The national income is not necessarily a static 
conception. It should be a rising national income which 
would secure a gradually improved standard of life to all. 
It is true that public debt should not be disproportionately 
large in relation to national income. It would create a 
rentier class who would thrive at the expense of the active 
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elements of the community. ^Hle tax structure must be 
so arranged as to prevent inflation and to provide an 
equitable distribution of income. ; 

V- Keynes and Hansen have emphasized the importance 
of income-generating public expenditur es financed by 
borrowing. Fiscal policy should be na 

increase investment and consumer expenditures and 


is im 


by e liminate secular stagnation and smooth out cyclica l 
fluctuations. . It is argued that the size of the debt need 
not give us any serious concern and there is a possibility 
that a rising debt may be a* necessary cost of financing 
an increasing national income. As national income 
increases, the burden of debt would be redu cedso 
th&L-gq ^expanding natio nal income . is more i mportan t 
than debt retirement. A big deb t has many evils. 

Its also. Hansen declares, 


It has many beneficial ri 
"It may well be sound policy to finance a large part 
of a public investment developmental programme 
from borrowing, thus causing a long run rise in the 
public debt.”* 


The Necessity of Debt Control 

Prom the above it is clear that the volume of debts 
most be kept within safe limits if the burden of debt is 
to be minimised. A rational control of borrowing is 
extremely necessary in view of the great influence, for 
good or ill, of public borrowing on the national economy. 
The policy of debt control should be based on some broad 
principles. 


• Hanaen ''Federal debt Policy". Proceerffof* of the National Tax Aieocla- 
tton, 1943, p, 363-264 . 
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Firstly, borrowing should never be resorted to unless 
the public spending made possible by such borrowing is 
socially desirable because it will presumably increase the 
national income by more than the social costs involved. 

• Secondly, borrowing should be justified only when 
additional taxation is impracticable or is likely to lead to 
harmful social consequences. 

Thirdly, the borrowing programme of the government 
Should be subject to supervision and strict scrutiny by an 
Independent body duly constituted under the statute. 

1 Fourthly, a rational debt poKcy is impossible without 
4n efficient debt management. The plannfUg of a 
borrowing programme must be consistent with the social 
aid economic objectives of the community. 



CHAPTER XIV 


The burden of Public Debts. The*burden of principal 
and interest payments. The burden of internal and 
external debts. Can the bufden be shifted from the 
present to the future f Can the burden be removed 
without any repayment ? How to minimise the burden ? 
Borrowing or' taxation for Debt Services. The problem of 
inter-eovernmeptal debts. 

The Burden of Public Debt* 

What is the meaning of the expression “the burden 
of public debts” ? It may have several interpretations 
and it is necessary to take note of each interpretation 
clearly. * 

The burden of public debts may mean (1) the burden 
in any country at a particular moment of time, or (2) 
the comparative burden of two or more countries at a 
given moment of time, or (3) the burden of debts in a 
given country at different times. 

The first type of burden primarily arises out of the 
fact that such debts always cause transference of resources 
from the pockets of the poor to the pockets of the rich, 
thus aggravating inequality. Such debts must always 
cause a transference of wealth from the active to the 
passive elements of society. Such debts are objectionable 
if they have the effect* erf limiting the expenditure on 
social services. 

The second type of burden may arise if- taxation 
produces in. oqe country an ^adverse effect upon the 
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economy so that this country fails to compete with the 
other. It is extra-ordinarily difficult to measure this 
comparative burden. 

'the third type of debt may vary in the same country 
at different times. Even if the statistical measure of the 

' 4 

burdens remains the same in that country at different 
times, real burdens might be different. The difference 
may arise on account of the policy of public expenditure 
and the' manner of the distribution of the burden of 
taxation among the people. 

a | 

The burden of public debt as related to the principal 


The magnitude of the principal of a debt does not 
involve the real burden. The real debt arises out of the 
annual interest payments. The intensity of the burde n 
of debts depe nds on such factqjs as li^sHe of the' nationa l 
income, the nature of the tax system and the distribution 



security holdings among different classes in society. 
Nevertheless it is necessary to study the burden in so far 
as it is related to the principal of the debt. 

When we analyse the burden of the principal it is 
already assumed that the debt is in existence and that it 
.has effect upon the economy. Firstly, when the economy 
is opera ting ne ar a l evel of full employment borrowij 
through bank reserves would cre ate_ja a.ce.inflfttifln , As. 
a result there would be a redistribution of incomes and a 
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real burden upon fixea income groups. If debt retfoe pyent. 
is sought to be effected by,^£_yjgld..of a_regjp<siysj^x 
system, the burden would be still greater. V&rondly, debt 
retirement would make it necessary to cut down useful 
government expenditure on social services. Thirdly, if 
the purchasing power re lease d thr ough debt retirement 

.. . . . . . , , i . v .. ^ 
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is not put into the in c ome stream, particularly in a 
d eflationary phase, the r esult wo ald be inju ri ous to t fre 
national economy, fourthly, in calculating the burden 


the principal it is also necessary to take note of 
the fact that the existence of a huge debt considerably 
lowers the credit of the • government in the market 
and further borrowing becomes difficult or impossible. 
This deprives the government of the benefits of public 
debts. 

The Burden Interest Payments 

The payment of interest on debts involves transfers 
of purchasing power. The burden of interest payments 
arises out of the total costs to the economy incurred in 
connection with such transfers. The money costs of such 
transfers depend upon the relative proportion of tax 
burdens and the interest obligations of government. If 
the bondholders who would get interest from the govern¬ 
ment were also the taxpayers and if as taxpayers they 
paid the same amount which government was to pay 
them as interest, the burden would be negligible, put 
t he ,, t ax payers .are not always the interest receivers. Debt 
holdings generally c oncentra te in the hands of_ higher 
income groups, baflkp and instit utional invest ors; a 
small part lies in the hands of lower income groups. To 
the extent that lower inc ome group s would pay in taxes 
funds which would go as interest payments loTIigEer 
inc ome g roups, a 
lea*t able to pay. 
economy would be to lower dgw n the consu mption level, 
encourage hoarding and thus to mmrcthe national income. 
In the same way the. burden would be severe if, witha 
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view to meet high interest charges, corporate profits are 
taxed twice—as income to the corporation and as income 
to individual shareholders. 

' In the prosperity phase of the business cycle the 
burden of public debts would be considerebly small if 
taxation is used to procure funds for interest payments. 
But in the depression phase the burden would be con¬ 
siderable. Borrowing in a depression would be the more 
convenient method to meet interest expenditure. 

‘Internal and External Debts 


'mere is a popular notion that the burden of external 
loans is heavier than that of internal loans. It is said 
that an internal loan at the time of its repayment in volves 
a mere transfer, a transfer from taxpayers to bondhol ders , 
AriTiF tfie taxpayers and bondholders coincide, there is no 
net national burden. In the case of an external loan 
therels an exhaustive expenditure in serving the loan. 
A large external public debt would be a real burden and 
a limitation upon the economy. This is because the 
country would be forced to export goods and services 
abroad to meet the interest charges on the external debt 
^and possibly to pay off part of the principal. If 20 p.c. 
of the national income go abroad in this way, the burden 

4 

would be considerable. The people shall have to work 
harder and longer to make such payments possible. 

The inter est on the internal debt is pa id b v nationals 
of a country to themselves. There is no direct loss 
of goods and services. When interest on the, debt J? 
paid out of taxation there is no direct loss of disposable 

mdholders leceive- wh a t ■ texp sym. loac_and 




sometimes bondholders are the tax-payers. 
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T he burdens of an internal debt ate qualitatively different 
from those of an external debt» 

The paym ents on t he external deb t represent ded u- 
ctions from t£e national income, and the standards of 
national welfare are thereby reduce®. That does not 

0n*»**~ »m. . »*»■« tnr »» ^ 

mean that the external debt* if unproductive. It simply 
means that the external debt produces less return to 


the borrowing economy than the investment of funds 
from an interuaTdeKT 

"~ The repayment of ^an .inlagpal .debt involves no net 
deduction from the natidflal* income. In fact under 
favourable circumstances national income may well be 
made larger by the expenditure which borrowing allows. 
But the repayment of the interna l debt—causing transfer 
^ P^ur^Mi^g^power as J^Bcipd_aud. iat?rest~may; 
impose J'pecific burdens upon individual members of 
society.The process of transfer may not be costlessXJme 
transfer may, be objectionable from the point of view of 
eg uity X^fmay• create numerous frictions including the 
raising of taxes to pay the debt charges, the discourage- 
ment to economic incentives as the taxes are collected, the 
problems arising from the emergence of ji rentier class 
drawing considerable income, from~t£e’interest yn pub lic. 
securities, the numerous obstacles encountered in the 
effort to control the monetary system without a flexible in¬ 
terest policy and the possibility that the debt charges 
in the budget will .limit desirable exyen ditu res for other 
sodial purposes because the bu dget is so large that 
taxes are repressive in their effects. * . 


• Ratchford, “Tlw Burden ofa 
tartar. 1942, p, 451—447. ... 


Domaatlc. Dabt”, American Economic 
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v Internal borrowing has important effects on the 
natSnaT ihcom£ A too rapi^ increase yi the int ernal 
debt will lead to inflation while a quick rate of repayment, 
may lead to deflation. N£Pnus there are economic dangers 
m the unwise handling of internal loans. It should be 
remembered that public^ Jborrow ing, the co mmu nity's 
money incQjne and taxes are all parts of a balancing 
mechanism. 

In One respect viz, the effect on .the internal 
economic position of the country, an internal loan may 
have the same effect as ah tfjfternal loan. • This would 
happen when lenders are forced to sell their 6 'holdings 
of foreign securities to foreigners in order to lend funds 
to the Government. Here as in the case of an external 
loan the country as a whole becomes more of a debtor 
than a creditor. / 

War expen diture is clearly unproductive. It does not 
in general add to the productive capital of the country. 
It does not create any fund of ne>r wealth out of which 
e debt obligations can be met.\tf£ the Colwyn Committee 
ints out, internal and external borrowing act here in 
different ways. The former, like taxation, involves an 
immediate using up of the country's own resources, while 
the^d&tter draws up the resources of the foreign legder. 
Internal war loans entail annual transfer of wealth within 
the community for payment of interest and repayment of 
capital. This transfer does not destroy wealth ; it merely 
r edist ributes. .weaU& (with important effects) wit hin the 
community. ..The external debt does not exhaust any 
of this country’s wealth <; instead the lending country 
transfers to us part of its wealth and we give it in 
return a claim on our subsequent production. As a 


e 
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result the wealth of the country is consumed year by 
year in payment of interest and sinking fund, the 
payment taking the form of an export of goods and 
servioe^which do not pay for any imports in return. • 
\ytne burden on production due toineternal debt becomes 
very heavy in the difficult period of reconstruction after 
the war when international trrfde is hampered by unstable 
currencies, multiplication of tariffs and disorganized 
markets. The burden of external loan increases if the 



d rises and a given • quantity of labour 
and capital becomes w«qth .less gold than before. But, 
as Kgon 'points out, this argument may be faulty. 


The point is that the price of things may fall and 
the value of gold may rise owing to labour and capital 
becoming more efficient. In this case labour and capital. 
mayTfuy less gold but a greater quantity of goods. 

The interest on internal loan is subject to income 
tax while interest on external loan is exempt. This 
might be an argument in favour of internal loans, because 
a new source of revenue is created to the Government. 
In external loan, no new source of taxable income is 
created, but at the same time there is no interference 
with the investment of the country’s savings in other 
directions. Thus, from the point of view of the state, 
there is no difference between internal debt at 6%, 
subscribed out of savings, and external loan of 5%, free 
of tax. When, however, the internal lean calls into being 
savings which would not have been made at all e.g, for 
patriotic reasons or fos specially favourable terms, the 
power to tax the interest is a real point in its favour. 

Allah Young is of opinion that the chief difference 
between the two kinds of debt arises out of the necessity 




% 

for making foreign payments in connection with exter¬ 
nal debts. In the special circumstances of a great 
war huge lump sum' payments have always been 
associated with the depreciation of currency and this 
has meant an additional burden, but this extra burden 
is due to the concentration of large payments within 
a short period of time and not to the fact that the 
creditors are foreigners. This evil is accentuated by 
the attendant inflation and speculation which for the 
time being re-act on monetary burdens of 'infernal debts 
as well. 


Can the burden be shifted from the present to tho future ? 

It is often assumed that the burden of a pub lic 

jy—— .».n> u.~uuU»». * »-*'»*«,•»* - 

debt can be shifted, wholly or in substantial p art, from 
the present to . figure: gengr^i^ns. It is su ggested that 
this shiftin g w ill be poss i ble i f the prese nt generati on * 
confines itself to paying the interest on present debts, but 
makes no repayment of the principal. But if we analyse 
this suggestion we will find that the entire assumption 
of this shifting of the burden is fallacious. 

•Firstly, posterity will not pay the present bondholders 
but will pay the f^tpre bondholders. 

Secondly, if the debt continues- to stay for a longer 
time, the burden would tend to be greater. _ 

Thirdly, a policy of rep ayment of debts would benefit 
both pre sent and future tax-payers. <; 

Fourthly^ so far as the burdetf of an internal loan is 
concerned the question of shifting does not arise at all 
because the direct material 'bur dens of borrowing within 
the community can not be, shifted to the future. 

If, however, a government floats a loan in a foreign 
country, the repayment_of the loan will involve a butdeju- 
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The e xternal loan may be utilized for de structiv e purposes 
li ke a war. When the war is over the^ ^uestign of 
repaymcBtcomes . mJ^TiSmtioJ.' may have to j.otk 
h ^™!Laud logger. tg jpay off t|i?.dehk 


Can the burden be removed Without any repayment ? 

0 

Th e dir ect burden of an internal loan, as we have 
already ^egn>, consists of the effects" of certain* injuriou s 
transfers, of we alth Jroi^. the poor to the .ric h, an d frqm 
the active to the passive lections of sqciety . This burden 


tax system. The tax system can be so devised as to 
eliminate • the possibility of any injurious transfers of 
wealth from the poor to the rich, from the active to the ! 
passive' members of society. Qt may be arranged that 
each taxpayer would pay asHaxes to the government 
funds equal to the amount that he has received in interest 
from the government as a bondholder: . It may even be 
arranged that the poorer and more active elements of 
society would pay less, while the richer and more passive 
sections paid more than they received as bondholders. 
If su ch a tax system becomes pra cticable, the public debt 
w^^ fflvolv^ p o burden a t^fir ^ Pwould confer fl ^ irert- 
benefit to society. In reality, however, no such tax 


s ystem is possible. We can only attempt to pay off debts 
by a p rogressiv e tax system. 

The indirect burden of the debt consists of certain 
limitations, mainly psychological to productivity and to 
socially desirable forms of expenditure. These limitations 
can be minimised but can by no means be wholly rehfoved 
by any tax system. .• l'. ; • i- 
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If 4ul internal debt is not repaid and remains as a 
perpetual obligation, the effects will be felt by generations 
as funds must be procured from taxation or other sources 
to pay the interest ^charges. If the debt is not repaid 
but repudiated, the results would be far reaching. 
Investors -would be deprived of their legitimate dues from 
the government and as a result banks, insurance com¬ 
panies and other institutional investors would suffer 
losses. Normally no government would repudiate its 
debts: Political considerations c may prevail and when, 
as happened in Russia, extremists come tp power 
repudiation may take place. 

How to Minimise the Burden of Debts ? 

The burden of an, internal debt arises., primarily^tof 
the transfer problem», The method of raising the funds 
for interest payment is an important determinant - of the 
transfer burden. In times of underemployment borrowing 
would minimise the burden of raising funcls for interest 
or repayment of debt. In times of full employment 
taxation will be less burdensome and will be less infla¬ 
tionary than borrowing. 

1 So far as borrowing is concerned borrowing from 

banks will be less burdensome than borrowing from 

individuals because such borrowing would place new 

money into the hands of interest receivers so that the 

level of national income would be raised. Such a 

« 

procedure would be distinctly inflationary at the full 
employment level of national income and must be avoided. 
The conclusion, therefore,-'is that t axation is preferable in 
periods of high employment and borrowing from banks 

W**-**" ~ ’ _. L . , ~ . 1 Mh — E 

is preferable in pajod| jjfifiW .employment. . 
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So far as taxation is concerned, regressive taxation 
mas t be avoide d, particularly taxes on articles of*wide 
consumption. Progre ssive taxation a nd taxes on. lmPlligs 
would place minim um b urden upon the econopiv . 

It iST* public^ de bt i s mainly heid^ by _th g_iffyer 
income ~ classes^ tai^empM^n' pf„the jaSgrest : Jjqjp 
government securities w ould-be highly -dflfiirqble. while 
tKe funds for "interest payments should come from* the 
taxes on the_hjgher income groups. 

Normally, however, debt holdings are concentrated in 
the hands of higher iacdlhe * classes while the funds for 
interest payment are mainly procured from taxes on the 
lower income classes. In this case tax exemption would 
accentuate rather than minimise the debt burden. 

If the national income is large, the burden of public 
pdebts can be comfortably reduced. 

A growing national income—growing at a faster rate 
than the debt burden—would be a great factor in minimi¬ 
sing the burden of debts. 


Inter-governmental Debts 

% 

The First and Second World Wars saw belligerents 
advancing loans to their allies and associates so that, 
munitions and supplies could be procured with ease by 
the borrowing countries. The U. S. A., for instance^ 
loaned a huge sum to her allies during World War I. In 
each case the debtor countries acknowledged the debt 
. and stood committed to the repayment of the debt. With 
the close of the war the payment of reparations from 
Germany was made a condition precedent by debtor 
countries to the repayment of debts to the U.SLA. Many 
European countries turned defaulters and in view of the 
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economic depression President Hoover in 1981 declared a 
moratorium for one year allowing the debtor countries 
a breathing space in which they might recover their 
equilibrium. But the economic depression became world¬ 
wide and the problem of intergovernmental debts remained 
unsolved. - t • 

During World War II the U.S.A. supplied material 
assistance to her allies under the Lend-Lease Act of March 

11.1941! Under the Act the President could lend, lease 

* • ***** * 

or otherwise give aid to the nations with which the U.S.£. 
was co-operating to the exteht of the funds appropriated 
by the Congress. In return the U.S.A. coultf get any 
direct or indirect benefit which the President deemed 
satisfactory. Though the terms lend and lease were 
used, the President at his discretion could recpgnise 
as adequate any kind of benefit without any question of 
money settlement, or even of repayment in kind. • Shortly 
after the defeat of japan lend-lease was terminated. The 
Marshall plan adopted by the congress in *1948 would offer 
war stricken countries in Europe and Far East much 
needed >6sistance in grants and loans to recover their 
economies., 

WThe growth of inter-governmental debts due primarily 
to the First and Second World Wars is a heavy charge 
upon the budgets of national governments. \Tjfe experi¬ 
ence after World War I was not at all encouraging for 
creditor countries.' The debtor countries could not obtain 
sufficient budgetary surplus to secure funds for debt 
payment or a sufficient export*surplus to permit them to 
transfer their payment to the creditor countries. On the 
other hand, the U.S.A. as a creditor country wasunwill- 
ing to allow an import surplus so that she could receive 
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payment. As Germany refused to pay her reparations 
obligations the allied debts to the U.S.A. remained unpaid.; 

The injurious effects of receiving debt repayment. Here, 
obviously, each country—debtor and creditor—was concer¬ 
ned with its own industrial stability and level of employ¬ 
ment. It was found from experience, as Dalton says, that 
“as between nations, it is not only more blessed, but 
economically more advantageous, to give than to receive. 

War i^d^jppities.damage the recipient^.they 

may benefit the nations which are compelled to pay.”* 

Germany was to pay* reparations and at a time when 
her economy was thoroughly disorganized the possibility 
of an export surplus might act as a stimulus to her 
industrial recovery. On the other. hand, the industrial 
structure of Germany coincided with that of her victors,’ 
particularly Britain and the U.S.A. When as a result of 
repayment of debts or payment of reparations, imports 
increase into creditor countries there may be a 
depression in "industries producing the same articles as 
are being imported as reparation and debt payments. 
In consequence there may be a disorganization of 
the economic life of creditor countries, resulting in 
unemployment, particularly when labour and capital 
are immobile as between diflerent employments. Thus 
while Germany tried to meet her reparations the 
Allies placed many obstacles in Germany’s way. 
It was at first arranged that Germany would be allowed 
to meet her obligations in goods and services, such 
as coal, ships, railway equipment etc. But the export of 
coal from Germany to Britain?would mean unemployment 

% • v 
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* Dalton , PuW/f Finance. Ch XXV Section 5. 
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in the British coal industry, particularly because labour 
in coal mining industry is highly specialized and 
immobile. Similarly the import of German ships would 
mean unemployment in the American ship building 
industry. In view 'of these developments the Allies 
felt that the payment of • reparations by Germany 
caused injurious competition with their own industries. 
It was therefore decided under the Young Plan in 1929 
that all 'payments were to be made in c&ab. This 
Germany could do only if she had a sufficient export 
surplus to cancel her obligations with claims against 
importers in other countries. This also was discouraged 
by the Allies because German exports would restrict 
their own markets for exports. On their part the Allies 
imposed high tariffs to limit the import of competi¬ 
tive German goods. These obstacles rendered reparations 
and debt payments difficult. 

This difficult situation arose out of the fact that 
the national economies of debtor and creditor countries 
were similar. But if the economies differed, the payment 
by debtor countries to creditor countries would not 
cause any risk of unemployment. It the debtor 
cpuntry is mainly agricultural, paying off her obliga¬ 
tions in raw materials, while the creditor country is 
mainly industrial, getting raw materials for her industries, 

k 

there would be no unsettling effect on each other's 


economy 

Two other posibilities must be noted. Firstly, the 
aeceipt of reparations and debt payments may put purch¬ 
asing power into the hands of the people in creditor 
countries which would compensate for the loss of 
employment and production. 
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Secondly, if the payments of debts and reparations 
continue over a long period, the. creditor country can 
have sufficient time to adjust its economy to the 
changing circumstances and find alternative employ- 

o 

ment for its labour and capital and alternative markets 
for its industrial products. 

Tariffs as Barriers of Debt Payments 

The imposition of tariffs by creditor countries on 
the imports' from the debtor countries does not however 
prevent the payment of «t£e. inter-governmental debts 
from debtor countries to creditor countries. Tariffs 
might diminish but cannot stop the imports. The 
purpose of such tariffs viz, to secure a favourable 
balance of trade, may be frustrated by reduced export 
from the creditor countries to other countries. 

On the other hand, the tariff might encourage the 
debtor countries to pay not less but more in terms 
of goods and services than they would otherwise have 
paid. The incidence of the duty will be upon debtor 
countries but the fact that there is unilateral payment 
to the creditor countries reduces the elasticity of the 
supply of exports from debtor countries to creditor 
countries. The tariff only means that something addi- J 
tional would be paid by debtor countries. 
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Retirement of dtbts,—Repudiation, Inflation, Conver¬ 
sion. Circumstances facilitating the conversion of public 
debts. Are Sinking Funds an aid to conversion f Re¬ 
payment of debts :—The budget surplus ; the lotteries, 
terminable annuities, serial bond redemption and Sinking 
Fund. The functions and forms of Sinking ''Fund. The 
policy of keeping perpetual idebts. The Capital Levy. 
Circumstances favourable to a Levy. Equity i& and the 
difficulties of a Levy. Arguments for and against a Capital 
Levy. The economic consequences of a Capital Levy. 


It is unnecessary to raise the question whether public 
debts should be redeemed or not. A loan creates an 
obligation to repay and the transaction would remain in¬ 
complete until the debt is repaid. * In the case of funded 
debts the question of repayment may be postponed or 
prolonged; but in the case of unfunded debts the 
problem of repayment at a particular time has got to be 
, faced. 

Some methods other than repayment are open to the 
government. It has often been found that governments 
have repudiated their debt obligations just before maturity. 
Another method of dealing with debts is through Inflation. 
It is not repayment but a veiled form of repudiation. 
^Conversion is yet another method of postponing repay¬ 
ment ; it is not repayment. 


* Sm Chapter XIII. 
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Repudiation 


Many American states in the 19th century have 
repudiated their debts and the Russian government in 
1917 had to take resort to repudiation. Obviously 
repudiation is a unilateral violation of contract and is not 
ethically justifiable. Repudiation therefore sounds 
provocative and deliberate. In the absence of a social 


revolution when contracts between the government and 
its creditors,^ repudiated while other contracts* remain 


in force, there is a great discrimination against a particular 
class of investors who invested in government securities. 
All investors in .the country have not invested in 


government bonds and repudiation would hit a particular 
class hard. 


Repudiation renders the government unable to get 
farther loans from the market for a long time. A long 
period must elapse before such governments regain their 
credit in the market. The Russian government was 
unable to find suitable funds even as late as 1920-22. 


Repudiation of external debts is extremely difficult to 
carry out into practice. A government which repudiates 
its external debts must be sufficiently strong, otherwise the 
aggrieved states might militarily intervene. 


On the other hand, a government faced with 
mounting debts and interest charges funds it impossible to 
balance the budget and stabilize the-currency anti, in 
consequence, it may be forced to resort to the repudiation 
of old debts, thereby scaling down the burden of debts. 
During the last two decades £here have been interesting 
developments in the terminology and technique ..'of 
repudiation. The term “repudiation 0 is avoided and llfew 



206 .N7SLIC FINANCE 

% % • 

termslike “default’', “suspension of payments”, “transfer 

• • 

moratorium” are used, Internal debts have been cleverly 
scaled down by decrees, as in Prance, or by compulsory 
conversions, as in Australia or Newzealand or by reduction 
of the rate of interest. This is repudiation but has been 
justified by' the overwhelming necessity of balancing 
the budget. The “gentlerhen’s agreement” at Lausanne 
in 1932 even allowed postponement of the payment of 
intergovernmental debts. 

Inflation 

Inflation is a method of taxation in a veiled form 

u 

and allows the government to clear the debt at one step. 
Repayment of the debt through Sinking Fund involves 
taxation for a long time. The government, instead of 
collecting the money through taxation and then distribu¬ 
ting it, may first distribute it from the printing press 
and then collect necessary funds from the people. Inflation 
thus deprives the people of goods and services. It 
aggravates the inequality in the distribution of income 
and acts as a sort of regressive taxation. It is more drastic 
than taxation. As a normal method of repayment inflation 
cannot be recommended. In view of its serious repercu¬ 
ssions inflation must be kept within limits. It destroys 
the value of fixed money claims, including public debts. 
As a result all with fixed money incomes are hit equally 
hard. The net result of inflation is that it does not change 
the form of the debt contract but merely changes the 

practical meaning of the contract. 

♦ 

Conversion 

• c 

Conversion does not involve repudiation or a break of 
the contract. It is not even repayment. It involves only 




as exchange of new debts for old ones. Conversion 

• 

proceeding consists of two steps—the • redemption of the 

old debt and the simultaneous 'issue of an equal amount 

of new debts. Government may convert loans either 

because they are not in a position* to repay or because 

they expect decided advantages through the reduction in 

the annual rate of interest. If the rate of interest on the 

new* debt is lower than that on the old debt, the immediate 

burden of the debt is reduced. • 

# 

Conversion may take the form of asking old bond¬ 
holders to take up new"«boftds in exchange for their old 

• 

and maturing ones or it may take the form of getting 
fresh loans from new bondholders and with the 
proceeds to pay off the old bondholders. Conversions are 
sometimes undertaken to consolidate different varieties 
of outstanding loans, thus resulting in administrative 
simplicity. 

Conversion may be made at par or at a discount or at 
a premium. Conversion at par keeps the nominal amount 
of the debt the same. Conversion at a discount results in 
an increase in the capital amount of the debt and thus 
increases the ultimate liability of internal debts. Conversion 
at a premium brings about a decrease of the principal. It. 
would however be a mistake to suppose that the reduction 
in the amount of interest charge through conversion 
represents a net saving on the budget. It represents only 
a gross saving from which we must deduct the conse- 
quential loss of revenue, just as the bondholders are 
receiving a smaller amount by way of interest they are 
also in consequence paying a smaller amount as income-tax, 
surtax etc. The government wotlld lose a considerable 
revenue. " 1 
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There are special circumstances facilitating the 
conversion of public debts . 

4 

Successful conversion operations imply a good state 
of public credit, prudent administration and punctual 
repayment of interest. 

The most favourable tjUie for conversion would be 
during a depression or the beginning of recovery, when 
loan funds abound, interest rates are low, and investors 
discard speculative ventures and seek safe investments 
at current interest rates. As Keynes has said, “Successful 
conversion is a fine art*. It depends upon the timing and, 
the conditions under which it takes place. Not that the 
self interest of the investor always determines the success 
or failure of conversion operations. There may be 
patriotic reasons. The success of the conversion operations 
in Britain in 1932 was the result of a combination of such 
helpful factors. There was a trade stagnation which 
had created large amounts of savings looking for 
investment outlets. In all conversion operations the large 
supplies of otherwise idle investment funds contribute 
generally to success. 

Bastable suggested the following conditions fora 
•successful conversion :— 

1. It is usually necessary for the price of the debt to 
be above par. Conversion then means that the new 
nominal interest is harmonized with the actual yield of 
the debt securities. 

•- .« 

e 

* 2. The higher the original rate of interest the more 
room there is in which, to operate the plan. This is a 
strong argument against the original issue of the debt 
at a low rate of interest and at a discount. 
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3. The capital of the debt should not be increased, 
and there should usually be a guarantee against attempts 
at conversion for a period of years.' 

4. The most propitious time is at the beginning*of a 

period of prosperity, when investment funds are relatively 
abundant and interest rates aje low. * • • 

On its part the government must be in a position to 
repay the interest of stocks maturing in date. That 
creates confidence among investors in the credit of the 
government. ~ This, in fact, is an indispensable factor in 
all conversion operations. Conversion should be voluntary 
and bondholders should willingly agree to conversion 
dealings. If conversion is compulsory and bondholders 
are forced to submit to a lower rate of interest, it amounts 
to a partial repudiation of the debts. As Baldwin empha¬ 
sized in the Budget speech of 1923, conversions would be 
possible if the public credit was fortified by an avowed and 
sustained policy of debt redemption out of annual revenue. 


Are Sittking Funds an aid to Conversion ? 

It is argued that governments having Sinking Funds 
exercise a demand for their own securities, in order to 
wipe them out and this keeps up their price. Further, 
the continual repayment of debt made possible by Sinking* 
Funds lowers the rate of interest. This makes it easier 
to undertake conversions advantageously to the govern¬ 
ment. As we shall see presently, the government instead 
of. keeping funds waiting until debts mature, may boy 
up securities during the interval. This increases the 


total supply of loanable capital in the market and thus 
lowers the rate of interest. Besides pu blic credit is 
strengthened by such a process. • 


14 
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Keynes, on the other hand, argued before the Colwyn 
Committee (paragraph 969) that the magnitude of such 
sinking fund operations is ordinarily small in comparison 
with the total supply and demand of gilt-edged sucurities 
in the world as a c whole, and therefore, sinking funds 
cannot materially affect the world rate of interest on 
which the success of conversion depends. Against this 
view Dalton argues* that there is no world rate of 
interest .owing to the imperfect mobility of capital. But 
Dalton's contention applies specially to short period rates 
and during the last depresses the long period rate of 
interest moved in the same manner all over the world. 
It does not appear therefore that large sinking funds 
would be of much help in conversions. 

The - Colwyn Committee, however, urged (paragraphs 
971—72) that the maintenance of the national credit, 
among other things, is an important factor influencing 
the situation and to the extent that Sinking Funds help 
in maintaining national credit they may be regarded 
as being indirectly helpful in effecting ccnversions. 

The above controversy is, however, of academic import¬ 
ance to-day. Recently governments are giving up the 
practice of maintaining Sinking Funds. Such funds 
lock up money at a time when it is necessary 
to circulate the money. The volume of debts is 
increasing at such a rapid pace to-day that the main¬ 
tenance of a Sinking Fund is extremely difficult. Better 
methods have been found out by which to meet debt 
obligations. - 


DMton, public 0mac* page 2*0, 



REPAYMENT OF DEBTS ' ill 

Repayment of Debt* 

There are two principal methods of the repayment 
of public debts. Firstly, government may utilise the 
budget surplus to pay off the debt. Secondly, there may 
be definite policies of redemption planned at the time 
of issue of the loan and execift^d at its maturity. 

The first method of using the budget surplus is an 
uncertain method and is used only casually in the 
repayment ef debts. There is no certainty that the 
budget would leave a syrplqs which can be profitably 
used fo( reduction of debts. It can never be foreseen 
and this involves an element of speculation. 

The budget surplus would generally occur at a time 
when bonds and stocks are selling at a high price 
and the interest on them is low. Government would 
fund it more profitable to pay the interest rather than 
pay off the principal of the debt. It is possible to pay 
off debts when the securities are selling below par. 
But in that situation the budget would not generally 
yield a surplus. 

The second method involves four distinct types of 
policy :—(a'' a surplus of drawing by means of lottery, 
(b) terminal annuities, (c) serial bond redemption, and* 
(d) sinking fund. 

The government may annually draw lotteries to pay 
holders. When the holders are winning members they 
ajje paid, in view of the early maturity of loans, something 
more than the amount ,of debt in prizes. Though ,'it 
is resorted to by some European countries this method 
is speculative in essence, of little advantage to the treasury 
and is not attractive to genuine l investors who do 
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not know beforehand how long their funds would be 
utilised. 

In terminable annuities, we are told, the debt is 
paid*off automatically and the government need not 
take any new plaif nor think about repayment. But 

the difficulty arises about autpmaticity. It has got to be 

• 

stuck to by the governm'ent and the repayment has 
got to be made in time. It will be anomalous for the 
government to continue to make the repayments when, 
for example, new loans are required fo meet new 
emergencies and specially • when the rate of interest 
is high. ° 

Another method is to repay some portion of the 
debt serially i.e, according to the serial number of the 
bonds. It can be done in two ways. An equal propor¬ 
tion of the bonds may be retired in each year, so that 
in this case the burden would be heavier at the begin¬ 
ning because of the larger amount of interest on the 
unredeemed portion of the debts, but towards the end 
the tax burden would decline as debts are retired. The 
other method is to impose a fixed amount of tax 
throughout the period so that at the beginning the 
proceeds would be used more for interest payments 
and towards the close they may be used for the active 
redemption of debts. 

Under this method government has got to take into 
consideration beforehand the whole cost of redemption 
within the period before floating the loan and to fix 
«p taxes to meet interest and serial redemption 
requirements. The systeqi thus provides a definite and 
pre-arranged plan of debt retirement for governments. 
The use of the serial bonds distributes debt payments 
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more or less evenly and obviates the necessity of a 
complicated and costly sinking fund. 

But the serial bond redemption has limited utility. It 
is more suited to local finance thay to national finance. 
It is not as suitable as long term bonds .for meeting 
emergency requirements like^ars. It involves the necessity 
of paying off debts within an allotted time even before 
the emergency has passed. It introduces some sort of 
inelasticity -in debt retirement and governments have to 
follow a mechanical plan which may be inconvenient. 

Sinking Funds 

''The sinking fund is a device for the regular retirement 
of debt. \^t is a fund into which a certain amount of 
revenue is put each year. Originally sinking funds 
accumulated until debts matured and were used only at 
the maturity of debts. But now the technique has changed 
and they are used today to retire debt as fast as funds are 
available. Th£ expression ‘sinking fund’ has assumed 
altogether a different meaning today. Originally interest 
earnings accumulated by compound interest. To-day 
sinking fund simply means the funds that are definitely 
put aside for debt redemption. 

Sinking funds have several functions. 

Firstly, they ensure punctual repayment of debts. 

Secondly, they establish the form and character of 
repayment. 

Thirdly, they guide the speed or rate of repayment. . 

Fourthly, they maintain the national credit. 

The rate of retirement—an important function of the 
sinking fund—is limited by the great use of the surplus 
in U.S.A. and the frequent alterations of the fixed charge 
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is Great Britain. It has been suggested that the sinking 
fund laws should set np some mechanism by which a 
varying rate of retirement may be followed and yet this 
rate need not be totally arbitrary. We must take account 
of “convenience'’ (Pigou)—the rate of savings and the 
business conditions. On the‘other hand, Schuster empha¬ 
sised before the Colwyn Committee that “Debt repayments 
through sinking fund should be carried on continuously 
and quite irrespectively of the conditions of good and bad 
trade” for maintaining confidence and regular retirement 
of debts. It is, however, clear "that anticipation^ of good 
and bad trade are difficult. A suitable method of adjust¬ 
ment to these periods would be the employment of budget 
surplus. 

The Colwyn Committee suggested that the sinking 
fund should be both a guide and a minimum below which 
debt retirement should not fall. But it would be difficult 
to establish such a minimum unless borrowing for sinking 
fund purposes is prohibited. The use c t special funds 
and the attachment of special sources of revenue for 
sinking fund purposes would be a better arrangement. 

A sinking fund may be arranged on the cumulative 
basis. As a result funds accumulate by turning into the 
sinking fund sums equal to the interest payments that 
would have been made on the retired debt after it has 


been redeemed. Sinking funds may be so arranged as to 
provide for equal or decreasing annual payments on debt 
syrwell asfeeincreasing payments. 

>§jpXwg funds,-however, introduce an element of 
inflexibility in debt retirentent. - V 

< buch funds have often been misused in the past.: They 
have been used for current expenses and weak govern- 
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ments have indulged in raids on such funds. Sinking 
funds should therefore be nvested in highgrade securities 
whick^&e safe and readily convertible into cash. 

cost of administering sinking funds is an import¬ 
ant factor to be taken into account. Cumulative sinking 
funds become more burdensome year by year because of 
the increasing debt payments they require. The most 
convenient method would be equal annual payments, 
including both interest and debt reduction. 

Tho Policy of Ktfepifig Perpetual Debts 
• • 

There are two principal schools of finance who suggest 
two different lines of policy regarding public debts. One 
school suggests a policy of perpetual loans, the other 
emphasizes the importance of a policy of maturing loans. 
Perpetual debts have no definite maturity date. The 
governments promise to pay a certain annual interest 
and have the option to retire such debts at their 
convenience a/ter a definite period. The British conso¬ 
lidated debt which is financed by consols is an example 
of perpetual debts. Mention may also be made of 
war debts which have continued from one generation 
to another. 

A policy of perpetual debts is firstly justified by 
an analogy between the state and a joint stock corporation. 
A state has a permanent life and if a joint stock 
company can issue stocks without maturity date in order 
to obtain capital, why # should a state not follow the 
same practice ? 

This argument requires a closfe examination. The 
stocks of a joint stock company bring capital for 
productive purpose and hence bring their own return, 
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but in the case of the state not all loans are product¬ 
ively used. If the state constructs a railway, it will 
he a, self-sustaining enterprise and a permanent invest¬ 
ment here may be c justified. But a permanent debt 
can never he justified in so far as it arises out of 
reckless expenditures on ^ars and other services not 
yielding a permanent and direct money return. 

The shareholders of a joint stock company direct 
and influence the policy of the company .because they 
are the proprietors of the company. Are bondholders 
entitled to direct and influence the financial policy of a 
government ? The fact is that they are the creditors 
of the the government and in that respect have limited 
rights. 

Another justification generally put forward is that 
perpetual debts would increase the national income 
and stimulate industrial development. Perpetual debts 
require only the payment of interest and the burden 
of the annual interest charges would diminish as national 
income would rise. 

This argument ignores the fact that a perpetual 
debt means the prepetuation of an idle class not necessarily 
interested in industrial development. 

Yet another argument in favour of perpetual debts 
has' been that a government once freed from the burden 
of repaying the principal may, however, redeem the 
debts at its convenience or convert them into new 
obligations with lower interest rates. 

* This argument does not talce account of the fact that 
a fall in the rate of interest *might take a sufficiently long 
period to materialise. Such a fall is too unpredictable 
and uncertain to be relied upon for lessening the burden 
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of debts. On the other hand, there are periods when 

the rate , of interest, instead of falling, may actually rise 

• 

and thereby make conversion impossible. The longer 
the debt continues, the heavier would £e the burden. The 
prospect of epdless interest payments to be made possible 
by taxation is not a reassuring pne. 

A government burdened with perpetual debts cannot 
pursue a policy of tax reduction and cannot obtain 
additional credit from the market on favourable terms. 
Moreover, as Hilton Young has pointed out, the perpetual 
debt offers some temptation to the administration to 
proceed slowly so far as the redemption of debts is 
concerned. 


The Capital Levy 


T he capital levy is a very heavy tax on property levie d 
o nce for all a nd fs intended primarily to eliminate the 
public debt at one stroke. Though it became a favourite 
subject of discussion after World War Z the idea of a 
capital levy was not Ricardo and Mill considered 

it as a means of debt repayment. Ricardo proposed that 
England should retire her huge debt at the close of the 
Napoleonic wars by a special levy on capital. John Stuart 
Mill also looked with some favour on this proposal buf 
was not convinced that it would be practicable. The 
British Labour Party advocated capital levy after World 
War I with a view to appropriate the war wealth for the 
double purpose of 'clebt redemption and ^equality in the 
distribution of property.. During the inflationary boom 
following World War I when there was an acute depreda¬ 
tion of paper money on the exchanges Keynes lent his 

* V 
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great authority in support of a capi tal levy in 1928. The 
capital levy at that stage-would have enabled the govern¬ 
ments to obtain possession of a portion of the national 
debt and also of t&e note issue. Two important results 
would follow such a course; first, a reduction of the 
volume of debts, and second, cancellation of a part of the 
note issue. There would have been deflation of a kind, 
but not the deflation which is usually associated with low 
profits, stagnation of business and unemployment. A 
minority in the Colwyn Comnjittee in 1927 approved the 
capital levy in principle, but suggested, as an alternative, 
a special surtax on investment incomes for the purposes 
of debt redemption. The economic depression which 
started in 1930 caused a serious depreciation in capital 
values and there was not much interest left in schemes 
of capital levy. The well-known Keynes plan for financing 
the second World War called for a capital levy in Great 
Britain at the close of the conflict. 

What it *capitaf in a capital levy ? 

Pigou points out that since the levy is to be imposed 
on the fund o f res ources a s of a given time rath er than on 
the flow jrf incomes , it is logical to include into capital 
all personal ability, mental and manual, as well as all 
property. * If personal ability is dpaitted, the capital 
levy would be discriminatory -against property owners as 
such. But an accurate appraisal of ability is extremely 
difficult. Sven the assessment of trade assets, house* 
Jiold goods and miscellaneous property presents instir* 
mountable administrative difficulties and may have to be 

w 

• Pigou in "A Special Levy to dbchaigo War Debt’*, Economic Journal. 
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left out of consideration in a scheme of capita! levy. 
There may be evasion of the levy but that is unavoidable, 
Pigou hence suggests levy on standard forms of wealth 
like bonds, stocks, mortgages, cash and real property. 

Hew Dees Capital Levy Differ From Death Duty ? 


A c apital lew can never be used as a regular part o f 
the fiscal system. It can can be used only in emergencies 
likejfche direcMmancing of war and the redemption of war 


Sf 


Taxe% on particular sorts of capital or property like 
lands, buildings etc, are a regular feature of modern 
fiscal systems. They are generally paid out of income 
and are expected to the paid out of income. 

Death duti es are of a borde r ling mm». They are often 
much too large to be paid out of the income of the legatee. 
So they' may be taken as a sort of capital levy so for 
as a particular estate is concerned. Death duties 
are laid upon 'capital but socially speaking they are 
paid out of income rather than capital. They do not 
raise the special economic problems of an emergency 
levy. 

The capital levy has an important relation to death* 
duty. If a capital levy is imposed, capital values depre¬ 
ciate. In consequence the yield of the death duty is 
adversely affected. 


Circumstances Favouring a Capital Levy 

• 

A capital levy is after all a redical measure and acts as 
a sort of surg ical op eration. It must, therefore, be carried 
out in a proper psychological atmosphere. During- a war 
or during the immediate postwar period when theie bra 
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genuine patriotic fervour people may find great interest 
S& such a levy and may 'willingly submit to it. But as the 
war recedes it is extremely difficult to arouse sufficient 
interest to put the lq,vy through. 

Another helpful factor would be the fro st war boom 
period when values are inflated and individual wealth is 
in~~a sound position to stand the strain of a heavy 
^imposition. At this stage the capital levy would 
restrict speculative activity. But if it is imposed during 
the depression phase following r postwar boom, it would 
destroy all confidence and intensify the depression. Hence 
a capital levy must be accepted with goodwill, otherwise 
it would be highly injurious to the social and industrial 
life of the community. 

Several objective conditions must be present in order 
to make capital levy a success. 

Firstly, the capitalists should not succeed in 
transferring their wealth abroad. In this respect the 
general preparation for the capital levy should start even 
during the course of the war. 

Secondly, the collection technique must be perfect. 
There must be close and thorough cooperation between 
‘the parliament, the treasury, the banks and the tax- 
paying public. 

Thirdly, a high price level generated mainly by the 
superfluous paper money during a war would be a good 
incentive to capital levy. The levy would cancel the 
superfluous paper money and restore the equilibrium. 
At the time when the capital levy was proposed in . 
Britain the price level Stood very high. In 1919—20 
and 1920—21 it was 261*1 and 270*6 respectively. 
.This proves how strong was the case for a capital 
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levy after the war so far as it rested cm the high price 
level then prevailing. 

O 

The Equity of the Levy ' 

There are several reasons why the Attainment of a high 
degree of equity in the construction of a capital levy is 
extremely difficult. * 

The public debt is an obligation of the state and 
hence of the entire population. It is not the special 
obligation of the property-owning class. The capital 
levy would impose the entire ‘burden of debt repayment 
on property owners and would not touch those whose 
incomes are not derived from property. People with 
earned incomes would escape from the levy although 
they may be as prosperious as those who are liable. 
A lawyer with an earned income of Rs 50,000 a year 
does in. fact enjoy the same degree of wealth as a 
capitalist possessing a capital worth Rs 10 lacs or more. 
If the second person is to be subjected to the levy, why 
not the first ? In view of this inequity there have been 
proposals to include “brain capital" in a capital levy. It 
is of course obvious that brain capital cannot be taxed in 
the same way as material capital. Suppose a levy of Rs 1 # 
lac is imposed upon capital i,e, 10 p.c. of the capital 
is taken away. In consequence the capitalist's income 
would be reduced, but not dangerously reduced. If the 
same levy of Rs 1 lac is imposed oh brain capital, it is 
obvious that the lawyer would have to incur a debt to 
meet his obligations. He* will be able to pay the annual 

interest and a part of the principal year by year so long as 

% 
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his earnings remained steady. But if through illness or 
for other reasons his earnings fall, he would be reduced to 
bankruptcy. This capital levy is suitable only to cases of 
saleable capital. It cannot be applied to cases of non- 
material capital. « 

The principle of progression must be followed in 
constructing the capital levy. People with greater wealth 
should pay at a progressively higher rate. 

The ..valuation of wealth or capital or property is an 
extremely difficult job. It is still more difficult when 
economic conditions are unsettled. Some properties would 
be over-valued, others under-valued. Some sort of inequity 
is bound to arise \ unless the levy is imposed in a fairly 
normal economic condition. But normal conditions may 
not come soon after a war. They may take years to come, 
but the levy counot be postponed indefinitely. 

On the other hand, if the capital levy is intended to 
fall specifically upon increases in capital wealth during 
the war i,e, if it is not a general levy bu$ an increment 
levy, then it is better to impose it immediately after the 
war is over. Even here some inequity is bound to arise. 
Immediately after a war capital values do not reach any¬ 
thing like a normal postwar position. There may be some 
■ properties whose values are only temporarily inflated. If 
the capital levy is imposed at this stage there would be 
over-taxation in one direction, under-taxation in the other. 

What, then, is • the main argument from equity f 
Dalton suggests that those who did not fight in the war 
but stayed at home because of age made large fortunes 
out of war time necessities of their country and were, 
therefore, bound to bear the burden of the levy. This is 
not however a valid ground for the levy. 
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The Co-operative Congress took the view before the 
Colwyn Committee (sections 842-844) that it would have 
been considered equitable if a larger proportion of the cost 
of the war had been raised by taxation daring the period 
of the war ; they therefore thought 4t not inequitable to 
take in their capitalized form the sums thtft might have 
been taken by income tax during the war. The Co-opera¬ 
tive Congress also pointed dut that existing wealth had 
been preserved by the war and its holders had benefited 
and therefore* such holders of property were to bear the 
capital levy. . 

At tfie same time it is considered inequitable 
that the burden of debt payment should fall entirely 
upon accumulated wealth, very often ' saved by the self- 
denial of the taxpayer, and in many cases representing 
provision for old age, or for dependents. The levy would 
penalise the thrifty while in no'way reaching the spend¬ 
thrift. ’ The Association of British Chambers of 
Commerce gave # the following illustration before the 
Colwyn Committee, “A, as a single man, has had for 20 
years an average income of £2,000 a year, and having no 
family to provide for, he has lived up to his income. B, 
a married man with the same income for the same period, 
and having a family, has saved one-half of his income 
and has therefore accumulated £20,000. A would have 
no capital on which a levy could be made, but B, having 
paid tax, both on the income derived from his savings SB 
wejl as on his earned income, would be subject tb 
the levy." . 

The Colwyn Committee finally remarked-(section 
872) that "On pure grounds of equity ire think that 
there is no sufficient c^se for throwing so large 4 part of 
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the debt burden on to a small section of the present 
generation.” 

The Case for and Against a Levy 

The capital Le\y, apart from being a quick method 
of debt redemption, is a means of diminishi ng th e larger 
properties and thus securing a more equal distribution of 
pfSpertyT’ People with" lai^e properties command an 
Unfair share of the community’s resources through the 

4 

incomes from their property. Moreover; due to the 
operation of high rates cf income-tax, sur-tax, death 
duties etc, propertied persons in these days are encouraged 
to use thier capital for the purpose of current consumption. 
It is therefore argued that the capital levy would achieve 
a more equal distribution of property as a means of 
equalizing purchasing power over the community's output 
of goods and services for'personal consumption. 

The capital levy would destroy the incentive to 
increase earnings and to save out of income if it is expected 

to be repeated. The economic effects of a levy depend a 

# 

great deal on psychological reactions. A government 
should, therefore, consider every means of making it as 
acceptable as possible to the taxpayer and particularly to 
the business community. 

- On the other hand, it is argued that capital levy 
would improve economic incentives by achieving a con¬ 
siderable saving -on the government’s expenditure on 
debt interest. It . will enable rates of taxation tp.be 
reduced or else enable desirable social expenditure to be 
increased without additional taxation. This point of view 
is, however, challenged by a counter-argument that the 
capital levy would not secure any net saving to the budget. 
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Firstly, as a result of capital levy the yield from death 
duties would be seriously affected. Secondly, as the 
interest charge is saved the loss of future receipts 
would be heavy. Consequently the repayment of even a 
large amount of debt would permit only* a moderate 
reduction in income-tax. On the other hand, there are 
sufficient reasons why the capital levy would improve 
economic incentives. It is nnportant that wheje, as at 
present, rates of taxation on income are very high, a 
small reduction in tax rajes pay cause large improve¬ 
ments ii^ incentives. If the capital levy can achieve 
a small net saving to the budget, it will have achieved a 
a great deal. New businesses in particular would be some¬ 
what encouraged by a reduced income tax. Moreover, even 
if the capital levy cannot secure a reduction in rates of 
< income tax and sur-tax. it ca n at least impr ove the marginal 
incentives of some propertied persons. T 
suffer'a loss"In the capital value of and income from 
property as a result of the levy would be liable to pay 
lower rates of income tax and death duties. They would 



thus experience a somewhat smaller tax disincentive 


against additional earnings. 

There is a great deal of apprehension that a capital' 
levy would have injurious effects on trade and industry 
in many directions, that there would be adverse effects 
on employment and that the credit of the country abroad 
would sink low. It is also possible that a levy caunci ] 
be so equitably adjusted to ability to pay as a tax oh ' 
income. The political and administrative difficulties qf 
a levy are very great. Meade* summarised the whole 
position thus: “It must not, of course, be imagined that 
a capital levy on an extensive scale would be adminiatra- 
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tively an easy or a rapid task. It would represent a major 
surgical operation on the economy and would present an 
e normous ad ministrative problem. Business confidence 
might~receTve“a^' Considerable shock. Great difficulties 
of enforcement and of the valuation of assets would be 
encountered. Serious problems would arise as to the 
forms in which the levy shduld be payable. If only cash 
and government securities' 1 were accepted by the State, 
there would be a vast realization of, and. depreciation in 
the market value of, other assets which were held by 
persons who did not command sufficient cash pr govern¬ 
ment securities to pay their contribution. Such changes 
in relative values of different types of property would 
raise difficult issues of equity as between different property 
owners. Serious problems of payment would arise where 
assets took the form of good-will in partnerships or other 
forms which were not easily realizable. These difficulties 
would be mitigated if the State were prepared to accept 
payment in a wide choice of propertied and were willing 
itself, or through some special intermediary, to hold such 
properties and to realize them gradually over time as 
suitable occasion arose. The difficulties might similarly 
be reduced if special action were taken to ensure that, 
in suitable cases, the levy could be paid in relatively 
small instalments over a relatively long period of time or 
that money could be advanced on suitable terms for the 
payment of the levy on the security of chargeable assets 
which could not be quickly realized.” * 

It is probable, however, that the political and psycholo¬ 
gical resistance to a capital levy would have been more 
serious a generation ago than they would be today. 

'•* Homing and tka fries Midmltm, Fngn’Si. 



The Economic Consequence* of a Capital Lory 

If a country which finances its war mainly by borrow¬ 
ing takes no concrete steps to retire the debt, it will have 
to face the difficult prospect of heavy interest # charges and 
very high rates of income tax. High income tax and 
supertax do have depressing^ effects upon savings and 
business enterprise. It is tjbe consciousness of these 
injurious effects which has prompted economists td support 
the idea of a capital levy. 

A capital levy intended 'primarily to finance war 
expenditure will have a definitely inflationary effect and 
should be avoided. On the other hand, a post-war capital 
levy to meet war debts when the economy is passing through 
an inflationary phase will have a welcome deflationary 
effect. In fact if the government can stop the flight of 
capital abroad, the capital levy will act as an anti-inflation¬ 
ary measure. 

If the capital levy were badly received or regarded 
with fear and hostility, there would be a chain of injurious 
economic consequences. A rapid deflation would ensue, 
business confidence would be rudely shaken, credit would 
shrink, industrial production would be dislocated and. 
the volume of employment would diminish. But if 
. the levy were received with a fair measure of good¬ 
will, the consequences would be reversed. The Colwyn 
Committee has analysed the economic consequences 
in’ the following way. “If a levy were reasonably 
well received, and if it did not give rise to any strong 
fear of repetition, we think it would cause less dis¬ 
turbance than many of its opponents have taken 
to be inevitable, There would, undoubtedly be the 
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risk of a fall m the value of securities outside the 
gilt-edged area, of a fairly considerable restriction of bank 
advances and of instability in the value of the currency. 
If, however, the arrangements for payment of the levy 
were skilfully conducted, and banking policy were specially 
directed so as to maintain equilibrium in the credit position, 
we think that it might bW possible to keep any adverse 
effects within moderate bounds. There might be some 
immediate reaction favourable to the prices, of government 
securities, and perhaps to the general rate of interest. 

“The amount of friction and dislocation tp industry 
as a whole, and the consequent effect on employment 
and the workers' standard of living, would largely depend 
.on the extent to which depression of security 

values, restriction of bank credits, etc, could be avoided. 

% 

If these problems were satisfactorily solved—in itself 
a considerable assumption—and if there no were general 
nervousness, it appears that the disturbance need not 
be serious, so far as concerns the great proportion of 
big industry carried on in this country by joint stock 
companies. The trouble would be much greater in the 
case of private businesses, the proprietors of which 

were liable to large payments of levy.tho proportion 

of cases in which it would be acute is comparatively 
small, since the wealthy business proprietor usually has 
large resources outside his own concern. There would, 
however, undoubtedly be instances of damage to highly 
progressive and efficient firms. Difficult cases could be 
partially met • by allowing payment or part payment by 
instalments, but this wduld not be a really satisfactory 
Remedy. Similar considerations apply in the case of 
Agricultural landowners. • ' 
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“As regards the supply erf capital to industry, the 
physical and automatic effect ! of a levy, though 
appreciable, would be less damaging than might at first 

sight appear.Again, it is to be observed that 

the levy would not directly affect Ae reserves of joint 
stock companies—an exceedingly important part of 
national savings. The psychological effects on individual 
saving and enterprise aref very much a matter for 
speculation, but we think they could only be .favour¬ 
able if the levy were carried through with a high 
degree of success, if it vsere* followed by a reduction 
of direct* taxation, and if the fear of repetition were 
only slight. 

“The effect on the poorer classes of a great burden 
readily shouldered by the wealthy should be distinctly 
beneficial, and might have good reactions on the rela¬ 
tions between labour and capital. On the other hand, 
the positive results would be disappointing to very 
many, and we think, this would largely neutralise any 
good results. 

“It is extremely difficult to judge how far the national 
credit abroad might be affected. In the long run it would 
seem to depend on the general effects—or, at least, the more' 
observable effects—at home. If the levy could be smoothly 

and successfully worked, it would probably arouse a good 

* 

deal of admiration. But the immediate result would 
almost certainly be a considerable shock to credit, and 
to restore the confidence, of foreign* countries with any 
speed would be extremely difficult. We anticipate that 
deposits would quickly be affected. Even if public 
opinion at home were favourable, to the levy, and if 
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every attempt were made to reassure the foreigner that 
he would not be within its scope, it is probable that 
foreign depositors and investors would to some extent 
take'fright and remove their money.” 


% The Coiwyn CommlttM toport (Majority). Saction* 167—71. 



CHAPTER XVI 


The problem of War Finance—th* inequities of war 
finance ; Inflation ; Taxation ; Borrowings Seligman— 
Pigou controversy. War Finance and Depression Finance. 
The Keynes plan of financing a war. The strong and 
weak points of Keynes plan, i __ 

The fundamental task of war finance is to secure an 
effective transfer of resources, from consumption to the 
purpose aof war with the least possible harmful conse¬ 
quences. In 1918 the British Exchequer spent £ 2700 
millions out of the total national income of £5000 millions 
i,e, about one-half of the community’s total income. The 
World War II was a total war in which belligerents ' 
because of higher productive capacity could afford to 
transfer a much higher proportion of the national 
income to the # purpose of war. There are three main 
methods of taking goods and services away from the 
public viz, inflation, taxation and borrowing. 

Whatever be the methods in financing a war, some 
inequities are bound to arise in any t ear period. Davenport 
points out that wages lag behind rising prices and while 
profits rise real wages fall. The standard of living of the 
workers during the war cannot rise in proportion to the 
effort which they put forth. If all excess profits are 
taxed away, and taxes on normal profits are sufficiently 
increased, then war posts would be proportionately 
distributed among all income groups. But a government 
cannot conduct a war by taxation alone. It has to take 

0 • 

resort to borrowing, The principal buyers of government 
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bonds during a war are businessmen or profit-makers who 
taking advantage of wartime inflationary conditions have 
surplus incomes to invest. Two consequences follow. 
Firstly, the investors in bonds establish their claims to 
post-war production. Secondly, the workers make a 
double sacrifice ; they suffer a loss in real income during 
the war, and pay more in taxes after the war to repay the 
debt. • Davenport makes* it clear that two distinct 
social evijs follow war expenditures ; too much dependence 
on loans rather than taxes, and an inevitable inflation 
leading to grave social injustice.^ 

Indeed, the problem of war finance indirectly Involves 
the problem of social justice. Some of the assumptions 
of Davenport are, however, not true to-day. Wages in 
organised industries do not in fact lag behind prices. A 
demand for labour in excess of the supply does result in 

widespread increases in wage rates. Workers get extra 

• 

purchasing power and if the government seeks to keep 
down prices of consumption goods, it fqllows that the 
purchasing power of workers would command a greater 
volume of goods and services. Any plan of war finance 
must therefore be based on the principle of co-ordination 
of price policy, budget policy and wages policy. 

‘ The restriction of civilian consumption is the main 
objective of war finance. In every scheme of war 
finance, therefore, due consideration must be given to the 
purchasing power not only of the profit making classes 
but also of the working classes. Rationing is obviously 
•suggested. But rationing is useless against a general 

A • 

» / * 

Davenport, "The War-Tax Paradox*’ In Amtrlcan Economic Review. 

• Mtreh, 1919 
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increase of purchasing power. • Eyen anti-profiteering 
measures would not be completely effective at a time 
when the total purchasing power ificreases faster than the 
available supply of goods. * 

Among the various methods of raiding money Inflation 
comes first. The rise in tjie prices of tilings would 
force the public to reduce their consumption and the 
government by printing pap* money would be able to 
meet the cost of the war by *paying soldier's wages and 
purchasing steel, petrol, cloth etc. In a war it is question* 
able whether the full cosl can be raised without some 
inflationary trends. But inflation must be kept within 
reasonable limits. After all it is an inefficient means of 
reducing the consumption of the public and involves 
grave social inequities. 

Should war be financed out of loans or by taxes or 
‘ by both ?■ 

Seligman holds that the war should be financed 
mainly by loans while Pigou argues that not loans but 
taxes should predominantly meet the cost of a war. 

Seligman's argument is as follows :— 

% 

The real costs of war are measured by the diminution 
of national wealth and national income in terms of" 
commodities. These real costs have two aspects, objective 
and subjective, the former representing the commodities 
and services used up in the war, the latter referring to 
the sacrifices and privations which constitute the real 
burden. Seligman admit* that from the point of view of 
objective cost, it is of little importance to the government 
whether a loan policy or a tax policy is followed. But 
Seligman asserts that it is in the Sense of subjective 
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costs that loans diminish the cost of the war. The 
loan is a voluntary method as contrasted to a tax which 
is a compulsory contribution. Loans also lead to a 
prospective underestimate of the future repayment 
and taxation to m&ke that repayment poosible. That 
day is far off and from the standpoint of the present 
generation, loans diminish ^subjective cost because they 
transfer a part of the burden to posterity. Seligman 
goes farther and contends that in future when the loan 
is repaid there would be a subjective burden on posterity 
as measured by the amortization quota. Hence in his 
view the burden is transferred to posterity by’the loan 
method. It will be seen that his arguments constitute 
an academic version of the layman's. point of view that 
loans make posterity pay for a war. • 

Pigou does not deny that the loan method would make 
people less hard hit during the war, buthe regards this 
feature as undesirable on the ground that it would not 
induce people to reduce consumption which is so necessary 
during a war. As to the subjective burden of repayment 
he holds that “the payment of interest and the repayment 
of principal alike are transfers, not costs and whatever is 
t somewhere lost there corresponds elsewhere an exactly 
equivalent objective gain.” While Seligman holds that 
bondholders who ate repaid do not benefit from the process 
because they are put to the trouble of re-investing the 
funds, Pigou holds that there can be a subjective burden 
on the bondholders only if they are pushed into saving 
by the failure to realize that the repayment saves them 
from extra taxation. 


«Sm Chapter XIV. 
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As regards other criteria chosen by Figon that of the 
indirect burden resulting from injurious reactions from 
taxes if they are chosen, is regarded as being relatively 
small and therefore not of much.significance in deciding 
the choice between loans and taxes? More important is 
the question of the effect on the sources from which real 
funds are drawn. These sources are extra work, economies 
in consumption, letting capital run down, refraining from 
making new capital for private purposes and the actual 
using up of capital. To what’ extent these will be affected 
depends on the size of theVar'contribution, the possibility 
of advantage of borrowing with collaterals and the 
distribution of war taxes among the members of the 
community. Pigou argues that capital will be hit more 
seriously by the use of loans than by the use of taxes, for’ 
loans lead to a false sense of being less hard hit and 
therefore do not make people economise in consumption 
or work harder. Now everything that hits capital affects 
future productivity and therefore hits future generations 
more severely than taxes. 

On distributional grounds also Pigou would prefer 
taxes to loans because in practice taxes levied after a war 
to repay war loans do not fall proportionately on the 
bondholders and therefore are not distributionally as good 
as taxes levied during a war. An additional consideration, 
according to Pigou, is that during a war ability to pay is 
better reflected by total assets and therefore total income- 
yielding power than by current income and therefore 
there is a case for putting the burden to a greater 
extent on the shoulders of the rich through higher 
taxes than the ordinary doctrine of ability will appear to 
suggest. 
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A more realistic approach to the financial issues raised 
by a war has been made by most writers during the World 
War 11. There have been great changes in ideas of war 
finance partly owing to the increase in the scale of 
expenditure necessitated by a total war, partly as the result 
of recent advances is economic theory, specially recognition 
of the need for distinguishing between conditions of full 
employment which arise a \ few months after the war 
begins and conditions of partial employment at the moment 
when the war starts. 

It is now recognised that the«discussion between Pigou 
and Seligman has a relevance only to conditions of full 
employment and even there it is not specific enough to 
serve as the basis of practical policy. For it is realized 
that in conditions of total war, the choice is not between 
loans as such and taxes as such, but between different 

kinds of loans on the one hand and between different 

• 

kinds of taxes on the other. 

Till full employment is reached, the emphasis is to be 
put on those financial methods which enable an increase 
in earnings and in total money income to be secured. At 
the same time expenditure on civilian goods must be 
restricted. Hence loans made through the banking system 
are not as objectionable at this stage as they are when 
full employment has been reached, while taxes levied 
must not discourage the transfer of resources to war 
production which means in effect that war profits and 
excess profits taxes should not be pushed very far at tins 
stage. After full employment is reached, the financial 
methods adopted should guard against a rise in money 
income. Both taxation and borrowing methods should 
aim # at keeping consumption at the minimum possible 
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level. If necessary some variant of compulsory loans may 
be adopted for this purpose. At this stage the arguments 
advanced by Pigou in favour of taxes as against loans have 
special reference. Even at this stage there is considerable 
scope for the loan method because it would, help to absorb 
purchasing power, but it Is necessary to see that the 
loans are small enough to enable the small savers 
to invest. There ought t<j be a tightening of the tax 
system so as to do awayywith the comparative pre¬ 
ference which war industries may have been allowed 
during^the earlier stage\f the war. Taxes on consump¬ 
tion may have to be resorted to but they should not 
be made burdensome because they tend to be regressive 
in their incidence. It is for this reason that taxes 
have to be supplemented by drastic and detailed rationing,- 
and to a certain extent by compulsory cuts in spending 
power- imposed preferably on a progressive scale. This 
is the logic underlying Keynes' scheme of compulsory 
savings or deferred earnings. 

Put briefly, the method adopted during the earlier 
stage should seek firstly, to increase the money income 
of the community and secondly, to absorb the increase 
so that consumption may be restricted. In the lalqr 
stage the aim is merely to distribute the necessary 
diminution in consumption in the most equitable manner 
both in the present and as regards the future. The 
loan policy in the initial stages of war should be such 
as to give a stimulus to industries. In the later 
stages loans should be* floated to damp consumption. 
Taxes should be so adjusted and supplemented 
by rationing as to reduce consumption without 
inequity. . ^ _i ’>■ ■■ '■■■: 
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It is clear that a war cannot be wholly financed 
by taxes alone. Taxes, direct and indirect, contribute 

t 

a considerable portion of the revenue. In each case 
proper account should be takep of the manner 
in which the increase in money income is dis¬ 
tributed among the-people. The heavy war taxation 
brings home to the people at once the costs of the 
war and acts as an anti-in fiationary measure. In Britain 
about 47% of total expenditures during the war years 
1939—44 were contributed' by taxes. In Canada taxes 
contributed 50% of total* esfcenditures during that 
period. In U.S.A. taxes and non-borrowing revenues 
equalled 41*2% of expenditures in the four wartime fiscal 
years 1942 to i945 and 45*6% in the five fiscal 
years 1942 to 1946. It is impossible to establish the 
proper proportions of war expenditures to be met by 
taxes and by loans. Two principles should always be 
followed. Firstly, funds should be available when 
needed and in amounts needed. Secondly, economic 
costs should be shared proportionately, so that 
individuals and firms stand after the war in essentially 
the same relation to one another as when they entered 
; the war. * 

It is impossible to pay for a war almost entirely out 
of current taxation without borrowing. It is true that 
the major part of war expenditure has to be met out of 
increased current output and diminished current consump¬ 
tion. The excess of one's income over consumption may 
be taken away by taxes or by loahs. But to an individual 
there is a world of difference between the two. If he 


• *Ttylor, The Economics of Public Finance, pagss 227 —28. 
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pays a tax, he makes a sacrifice and he expects no direct 
benefit in return. If he contributes to a loan, he adds 
to his wealth and to his security. 

War Finance and Depression Finance 

A comparison is involved between war finance and 
depression finance. B oth inv6lve sp en ding huge sums of 
money raised partly by taxes anfl partlv-bv lqqns on war 
or o n pu bficworfcs. But there are striking differences. 

During a war the aim li not so much the creation 
of the extra employmeA ay the diversion of peace time 
industries to war time production. Duri ng a depression 
public works are attempted t o st imulat e private industry 
and not to effect any diversion. During a war the 
aim is to promote diversion of resources and of employment,. 
and during the initial stages also to increase employ¬ 
ment and production. During a depression the aim 
is to pr eve nt - any diversion of resources specially from . 
the constructional industries and at the same time to 
pr omo t e employment . 

In the prosecution of a war government wants 
diminution »f civilian consumption. During a depression 
government wants increase in private consumption so 
that public expenditure would giyg scop e to the principle 
o f the mu ltiplier to operate. During a war civilian 
consumption is restricted to~the minimum in order to' 
prevent income being spent on consumption. During a 
depression the aim is to encourage increased expenditure 
on consumption. * _ 

During a war government intends to control the rise 
in various taxes, by rationing and by a series of regulation 
and controls, and yet prices do rise. , During a depression 
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the main problem of the government is how to stimulate a 
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price rise am 


:o control it. 




of production and would stimulate private industries- But 
the natural tendenc y of i nterest ' rates auring the two 
periods is just the r everse. Du ring a depress i on th e 

and the question 


**•<41 w 

the 




" In both cases it is the intentio n of the government to 
keep the rate.of interest low which would lower the cost 


le rate o 


does not mean easy availability of capital. In fact it is 
easier to get capital during a riSing cycle in tra^e. So it 
seems that during depressio n there is no need of govern-^ 
ment control of the capitaL market because the natural 
move ment of interest is .t o go low and the government 
also. want&JuJfiW-.IS.te. C ontrol is ne cessary because "capital 
is not easily available. 

In both cases the aim is to prevent prices from 
following the course that they are likely to do if unchecked 
i,e, to rise sharply during a war and to fall precipitately 
during a depression. 

In both cases the aim is to prevent long-term rates of 
interest from rising as the result of government 
.expenditure. 


The Keynes Plan 


The problem of war finance resolves itself to this; 
production must be stimulated, civilian consumption is 
to be curtailed, inflation must be avoided, extra earnings 
must not be allowed to be spent bn consumption, and all 
these are to be secured ‘without any social injustice. 
The Keynesian plan of compulsory savings or deferred 
allowance or payment is an efficient method for restricting 
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the use of purchasing power on present consumption, 
which includes the working classes. 

Keynes' idea is that as the war goes on, the national 
income increases. Extra employment would mean extra 
income for the people. This increase of income would 
increase consumption, thereby resulting in higher prices. 
Those who were employed previously would pay for the 
war by tax and loans. So there is the necessity of 
bringing portions of income ofc the poorer classed to the 
exchequer. Unless there is al direct tax on wages or a 
sales tax the consumption W tne newly employed people 
will not*be curtailed. But Keynes rejects the former 
because it would be unpopular and the latter because it 
would be regressive. So Keynes proposes his plan to be a 
method of curtailing consumption directed principally to 
the working classes and we may look at the plan from 
this point of view. 

There is another way of looking at the plan. The 
bulk of consumjftion comes from the lower income groups, 
from wage-earners etc, for though an individual rich man 
may consume more than a relatively poor man, the total 
number of rich people is small. Hence any attempt to 
restrict consumption should be directed mainly to the« 
consumption of lower income groups and working 
classes. 


The essence of the Keynes plan may be put in the 
following stages. 

(1) All incomes above a certain minimum are to pay 
a steeply graduated percentage* of the excess above the 
stipulated income to the gove r nment in the form of a. 
levy. The graduation might start ^rith 36 p.c. arid gi;. 


16 
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up to 80p.c. The percentage taken will rise steeply 
as the level of income increases. 

(2) A part of this amount would be credited to 
the individual as a deposit in the Post Office Savings 
Bank. The , balance will be used to discharge his income- 
tax and sur-tax. The percentage credited as a savings 
deposit will fall, and the percentage taken as taxes 
will rise, as the level of income increases. Keynes 
elucidates his point in thi£ way. For example, if we 
take the level of income-tax and sur-tax which will 
be in force in 1940—41 for <& married man with two 
children, whose income is earned, with £30C> a year 
or less, the whole of what he pays will be credited 
to him in the post office Savings Bank and will remain 
his property. At £500, more than three-quarters will 
be credited to him and less than a quarter taken in 
taxes. Thereafter the percentage of the amount taken 
which is credited to him falls steadily to about 40 p.c. 
at £1000, 30 p.c. at £2000, 17$ p.c. at-£5000, and less 
than 7 p.c. at £20,000. A man with 50 s. a week will 
have to save 1 a. a week, with £3 a week he must save 
4 a. and with £5 a week 15 s. These do not seem to 

„ be extravagant demands, and will do him more good 
than harm. 

(3) The sums credited in the Savings Bank, which 
will carry 2J p.c. interest, will be blocked for the time 
being, and will not be available, generally speaking, for 
current expenditure or as security against loans. But 
the holder will be allowed to use them to meet pre¬ 
war commitments of a capital nature ; such as instalments 
to a building society, or for hire-purchase, or to meet 
insurance premiums. He can also use them to meet except 



tional and unavoidable expenses, arising, for example, oat 
of illness or unemployment. They would be available to 
meet death duties. 

(4) The deposits will be unblocked and made freely 
available to the bolder, probably by a series of instalments 
at some date after the war. • The appropriate date for 
release would have arrived when the resources of the 
community were no longer fully epgaged. Such releases 
would counteract the postwai slump and would give the 
government time to concert more permanent plans. 
Keynes asserts that ther^» would be perfect justice and 
wisdom in this. The people could enjoy the consumption 
to which their war efforts had entitled them at a time 
when this would cost the community nothing, since the 
resources required would otherwise be running to waste. 

(5) The purchasing power of the deposit would be 
guaranteed, the sums credited being adjusted in accor¬ 
dance with the value of money at the date of release 
compared with it*s average value at the dates of deposit. 

(6) A capital levy after the war will bring an amount 
sufficient to discharge the liability in respect of deferred 
pay. 

The Keynesian plan may also be called one of forced 
loans. But plans for forced loans are very bad financially, 
for they combine the defects of loans and taxes. Here we 
have borrowing from the poor and taxation of the rich in 
contradistinction to other methods of forced savings where 
thd borrowing is mainly made from the rich. 

The Merit* of the Plan 

• * v 

The working classes are given greater security and 
assmance of improved status after the War under this 
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scheme as compared with other methods. The method 
of compulsory saving is incomparably better for the. 
working class than to deprive them of their reward by 
high prices or taxing. 

Unlike o£her remedies like the sales tax and inflation, 
this levy is progressive and not regressive, for the real 
purchasing power of the income which remains in the hands 
of the poorer classes after paying as the government contri¬ 
bution Vrould increase in aJ much as the money available 
for expenditure on consumption will be diminished. 

The release of purchasing** 1 power after the war would 
check the postwar drift towards depression by helping to 
maintain effective demand. 

The Keynesian plan is probably the easiest way to accept 
direct limitation of their consumption. Though the direct 
effects are the same as those of increased taxation of ear¬ 
nings there, is a fundamental difference in indirect.effects. 

The Defects of the Plan 

It is, first of all, said that the plan is inadequate and 
cannot meet the cost of a war. But it must be remem¬ 
bered that the scales of contributions proposed by Keynes 
may be increased and in any case, the scheme does not 
profess to solve the whole problem of War Finance. 

Secondly, it is said that the scheme would involve a 
substantial increase in longterm debt. But it must be 
noted that the scheme of capital levy after the war is an 
inseparable part of the plan. Moreover, since the wage- 
earners of the country are endowed with a substantial 
amount of capital, this is.probably not much of a demerit. 
It has again been argued by some that under this plan the 
national debt would increase due to unblocking of savings 
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deposits. But the question is whether the increase of 
national debts nnder this plan will be greater than that 
under any other plan. The war-debt is a problem mainly 
because it is not well distributed. But if the war debt is 
mainly held by the lower income groups,.it would not 
mean injustice. 

It is apprehended that the Keynesian plan would compli¬ 
cate postwar economic problems, since the government 
would have to spend for the tmblocking of saving! whatit 
would otherwise have spent V>n demobilised soldiers etc. 
This criticism is mainly baled on a misconception, for quite 
a large number of demobilised soldiers would themselves 
be recipients of savings deposits and would thereby benefit. 
The demobilisation problem would chiefly be acute because 
the demobilised soldiers cannot be accommodated in the 
industrial structure. But unblocking will give an inpetus 
to industrials and there will be extra employment to 
absorb part of the demobilised personnel. 

Much of the Criticism against the Keynesian plan is off 
the mark in as much as the scheme does not claim to be a 
complete solution of the financial problems of a war. Most 
of the difficulties pointed out may be removed by suitable 
adjustments. Lord Simon’s argument that the plan is really, 
a forced plan and would be detrimental to the voluntary 
savings specially by the poor appears to have been proved 
wrong by the experiences of U.K., New Zealand and other 

countries which adopted some variant of this method. 

• ^ 

The British Finance in War 

^ % 

% 0 

Financial control as exercised by Britain during World 
War II was both a defensive and an qfiensive instrument. 
Its broad aims were to make the country’s wealth 
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available for the war effort, to increase and use that wealth 
to maximum advantage, and to frustrate the enemy's 
attempts to make best use of his opportunities. The 
system in which a number of departments and agencies 
took their part, grew up little by little and went far 
beyond what was contemplated in the measures thought 
out before the war and made operative when it broke 
out. • 

The' - mass of regulations/ worked like a system The 
volume of savings was enlarged and their use was directed 
to essential purposes. Existing assets were mobilized to 
enable the nation to buy abroad things needed for the life 
of the people and the prosecution of the war. The enemy 
was prevented from using the worldwide facilities afforded 
by the British financial system for his own purposes. 
Thus under one head fell those regulations aimed at 
increasing savings for war purposes, at preventing 
increase in private spending and the investment of capital 
in schemes that might be postponed without detriment to 
the general welfare and at controlling the transfer of 
capital of any kind out of the country. Under another 
head came all the regulations controlling purchasing 

power abroad and the mobilization of British owned 

• 

foreign exchange and securities to give government a 
fund which would pay for war material and food bought 
in countries outside the sterling area. The Lend-Lease 
Act passed by the American Congress thoroughly 
transformed the whole technique of war finance for 
the Allies. 

*• An outline of War Time Financial Control In the United Kingdom by W. 
F. Crick (Macmillan) 



CHAPTER XVII 

Local Finance 


Chief features of local finance. Local Expenditure. 
Local Taxation—what is a good local tax ?—Criticisms 
against local rates j the incidence of local rates ; a local 
income tax. Financial relation between the centre and 
local bodies. Scope and limitation of grants-in-aid. 
The growth of local debt& Debt limitations. Borrowing 
and Rej&yment. 

Chief Features of Local Finance 


Local finance differs in important respects from . 
national finance. While public authorities impose taxes, 
local authorities impose rates. The. proceeds from taxes 
are used for the general purpose of public expenditure ; 
the proceeds o£ local rates are used for the direct benefit i 


of the, particu lar lo cality in the provision of roa ds, 
lighting, sanitation and other local conve niences. ^The 
benefit of public expenditure cannot be traced to a 


ossible to trace 


tion to a limited number 


ai 


undoubtedly reap a d irect be nefit 
ution" is possible in the sphere of national 


taxation. 

National 


income is raised mainly by taxation either 


on incomes or an commodities or business turnover. 
Local authorities levy certain kinds of taxes distinct 
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from those which are levied on the nation as a whole. 
In most countries local taxation takes principally the 
form of rates levied upon property l ying within the 
area' of each separate local authority. In Britain, for 
example, local authorities derive the major part of their 
revenue, apart from what they receive by way of grant 
aid from the treasury, from local rates levied upon 
the occupiers of land ai\d property or business premises. 
Local bodies in some countries also derive an important 
part of their revenue from taxes upon land values, 
especially the values of urban s&es. In a sense, therefore, 
the sources of revenue of local bodies are more or less 
inelastic in nature. (There are rigid statutory limits 
Veyond which local rates cannot be raised,! But the 
, expenditure of local bodies for a variety of reasons 
mounts up. In fact, it is a chief feature of local finance 
that expenditure outruns the revenue and the gap has got 
to be filled up by grants-in-aid from the national Exchequer. 
Local authorities are seldom financially independent. 
In Britain, for instance, the difference between £376 mu. 
which local authorities spent on current account in 
1938 and the £211 mn. which they raised in rates 
was bridged by grants from the national Budget. 

On the other hand, local rates are mainly regressive 
in nature. The cost of local rates upon productive 
, enterprise has got to be borne by the business itself 
and must be paid ‘whether or not the business is making 
a profit. The Local Government Act in 1928 in Britain 
gave relief to business enterprises from the burden of 
local rates. In -consequence the main burden now falls 
upon householders in each locality. - In this sense again 
local rates are undoubtedly largely regressive in their 
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incidence and fail to correspond at all to difference* in 
ability to pay. 

Financial opportunit y is not equal in all local 
areas . ^Localities differ enormously jn wealtJi from one 
another. Sometimes whole regions are prosperous and 
flourishing, sometimes they* pre “distressed” areas. ' In 
a poor locality a given standard of service requires 
a greater expenditure per head, and hence a greater 
burden of locql rates. In ever^’case the national government 
has to grant sufficient funds , enable local governments 
to reach a satisfactory ave&ge standard of performance. 

Local authorities sometimes meet extraordinary 
ex pe nditure or the cost of capital undertakings such as 
gas, electricity, water works, housing, etc by borrowing. 
Generally speaking, local authorities do not have the legal 
Power to borrow unless they are statutorily authorized by 
Parliament to do so. In Britain the borrowing powers of 
local bodies are under the control of the treasury. Home 
office, or Ministry of Health, from which sanction is 
necessary before loans can be contracted. 

Business enterprises of local governments mainly include 
public water supply, the generation and distribution of 
electric power) local transportation services, gas supply,* 
port facilities etc. Such enterprises bring considerable 
revenue to local bodies. Provision of housing facilities 

by municipalities is attaining great importance to-day. 

& 

• Local Expenditure 

S 

Local bodies are vital parts of a governmental 
framework. In Britain counties and boroughs carry on 
useful functions as a supplement to the functions of the 
central government. In U. S. A. local governments such 
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as towns, townships, school districts, special districts and 
cities—are important in the administration of justice, in. 
the construction and maintenance of highways, bridges, 
irrigation projects, schools, public health services etc. 

Industrialization creates employment and brings 
about the growth of towns and a resultant congestion of 
population. New social problems are created. Housing, 
sanitation, highways, lighting, schools,--everything has to 
be provided for. The upkeep of city streets, lighting 
and cleaning, the disposal /of sewage and other refuse 
call for a regularly mounting expenditure of local bodies. 
Expenditures on social services like city health service, 
education, recreational facilities, city welfare services etc, 
are important. The net result in local finance has been 
that while the functions of local governments are increas¬ 
ing, leading to increased expenditures, the sources of 
revenue have remained more or less stationary, .without 
any corresponding increase in income. 

^, Local Taxation 

* 

What is a good local tax ? 

A local government has l imited resource s and does not 
enjoy the in finite taxing and borrowi ng powers of the 
national government. It should, therefore, try to practise 
the ’ sound finance * which is proper to private enterprise. 
In other words, local tax should be of such a, nature as to 
bring a steady income to the local governmen t, in times 
of prosperity as well as in times ^"depression. 'Hie 
general economic depression in 1 1930’s adversely affected 
the revenues of local governments in U. S. A. 

Another important quality in a local tax would be 
that its base s hould not necessarily be uniform in all local 
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areas ; rather the base sh ould be localized within the 
jurisdiction of the local taxing authority. As we have 
already seen, there are disparities in wealth among 
localities and local authorities should be allowed 
to adjust their tax rates according to thein needs. Here, 
however, a difficulty might* arise. An abnormally high 
local rate may drive'taxpayers to settle in a different 
locality where tax rate is lower. 

It is desirable that a loc al tax should be 
and certain, economical in col^pction and eq uitable betw een 
person^similarly_situateS 

~TF is also desirable that a local tax should be reserved 
for local use. But the paramoun t needs of the national 
gov ernment override the interest ol the local authority, 
and competitive exploitation of taxes very often leads 1 
iouble taxatio n^ in Britain the local rate is left to 
local authorities. In U.S.A. the local property tax is 
now being left to local bodies. 


Criticisms Against Local Rates 

Local rates are mainly levied upon real property 
i.e., premises and land. The basis adopted is that of 
the rateable value of property i.e., the ren t at. whiefr i * 
might reasonably be expected to let from year to year free 
of all the tenants' usual rates and taxes, less the cost of 
annual repairs and insurance. 

' An usual criticism against local rates is that they 
are frequently based on out-of-date valuations of property. 

Valuation must be efficient and up-to-date. ' Local 
authorities find revaluation costly. Hence the work of 
valuation should be left to a central body in order to 
promote uniformity of valuation practice. j. 
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It must be noted that the value of a house is not 
necessarily an indication of the occupier's ability to pay. 
A man with a relatively small income may require a 
.large house because his family is large, and hence he 
will pay a higher rate than the man with a relatively 
large income and a small family. * 

Another criticism against the rating principle is 
that investors in house property in highly-rated • localities 
tend to’ be penalised as compared with similar 
investors in low-rated ar^as. To this it may be 
replied that so far as new investment is concerned, 
investors are free to choose the most profitable outlet 
for their capital; in regard to old investments in 
houses, capitalization of the long standing charge 
embodied in old rates is possible and in consequence, 
little inequity will be caused in the burdens on land-lords 
in different districts. 

The Incidence of Local Rates 

^The incidence of local rates is a complicated study. 
Rates on houses are levied on the annual value of 
property including the site ; they are not imposed separate¬ 
ly on building value, and site value. With regard to 
building value, the tax tends to fall on the occupier, 
unless the demand for such buildings is very elastic. 
Where there is a shortage of housing accommodation 
the owner not only succeeds in shifting the entire 
burdeu of rates on the occupiers bttt he would be in 
a position to get the normal return of the capital and 
a scarcity rent as well.' If, however, occupiers can 
shift to a locality where rates are low, then the difference 
between high and low rates will have to be borne 
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by land-lords because the migration of occupiers to another 

locality will cause a decreased demand , for houses. 

• 

la a local income tax possible and desirable ? 

In view of the fact that rates # upon local property 
in any forms in which they have been levied involve 
great inequities, it has been suggested that local authorit¬ 
ies should be permitted to levy a local income tax of their 
own. But* the local income tax will raise many difficulties. 

Firstly, it will be extremely difficult to delimit the 
amount of income arising iq each locality. A particular 
busines* concern may \iave its branches in several 
localities and it will be clearly impossible to determine the 
income arising from each locality. 

Secondly, it will be impossible to apply the local income 
tax in the cases of banks and multiple shops who are 
mainly represented by branches in particular localities. 

Thirdly, local income tax will not be easy to apply in 
the case of wage-earners who mostly derive^ the benefits 
of local expenditure. 

In view of the above difficulties it has been suggested 
that the national income tax should includ e a pa rticular 
rate ea r-marked 'for reHrst'ributfon among the lo cal authori¬ 
ties. To a small extent such a system exists in Franca 
in the so called centimes additionels. It is not, of course, 
desirable that the whole cost of local services should be 
borne by the national Exchequer. It is far more desirable 
that the cost of local services should fall directly upon the 
local electorate. 

Financial Relation 

There are three main types of financial relation 
between the central government and the local authorities. 
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In the American type local authorities possess no discre¬ 
tionary power and all their activities are rigidly regulated 
by law. 

In the French type the policy of* a strong Central 
Control works e through one executive department in Paris, 
the Ministry of the Interior, functioning locally in each 
of the departments through the prefect. In the English 
type centralization has ,come about gradually and slowly, 
and with no logical plan. Parliament, the Privy Council, 
the Ministry of Health, the Home office, the Board of 
Education, the Ministry of' transport, the treasury - all 
have their share of supervision, direction and a'dvice in 
particular aspects of local administration. 

The traditional financial resources of local bodies have 
.become too small for modern life. On the one hand there 
is a mounting expenditure and on the other, there is too 
much interference from the central government in regional 
affairs. There are services which are financed jointly by 
local taxation and state aids, but administered by local 
authorities. In connection with these services the 
question of grants in aid comes in. It is necessary here 
to discuss the scope and limitations of grants in aid as a 
financial resource of local bodies. 

. y/ Grants In Aid 

Eocal expenditure is sometimes classified as beneficial 
and onerous. Beneficial expenditure is undertaken mainly 
on local responsibility and leads to direct local advantage, 
such as outlay on drainage, water supplies, street lighting 
etc. Onerous expenditure is enforced by the central 
government for national advantage e.g, maintenance of 
police, education, etc. It is, however, impossible to make 
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a clear distinction between the two. Un employment 
relief by local expenditure is as beneficial locally 
as it is to the nation. Nevertheless, the distinction 
persists and was accepted in practice in Britaifi in 
making grants from the national Exchequer to the local- 
bodies. • 

It is apparent that a local body has limited resources 
and if any service of national importance is to be under¬ 
taken by a local body, it is in the fitness of things that 
financial assistance should come from the central 
government. There are ynaiJy fields of national activity 
such a if the construction of a highway or the provision of 
a lunatic asylum—in which local inhabitants may not be 
directly interested. A subvention from the central 
government would act as a stimulus to the undertaking 
of such work by local bodies. We have already seen that 
ther e are inequalities of wealth and economic opportunit ies 
between l ocalities. The gra nts-in-ai d make it possi ble 
for poor localities to obtain the " advantages o f such 
benefits in education and improved conditions of health. 


Such grants are ~thus necessary for e cpalizinj 
as "well as for preventing the general level 
from becoming' too high. In an indirect way such 
Subventions ~ pe rmit an efficient and more directive 
control by central - government which can distribute its 

In'fact 


*+*>+* * # 
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ocal rates 






the'^e c'-ordination of services conducing to nati onal 

may require a complete co-operation among 



several ^ local authorities* e.g. in the construction of 
pnblic ^war kS:- In th is case the central 

w< 

lOcaTunits. 
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^ Any system of grants in aid involves two different 
problems, both of which require a proper solution. 
Firstly, what should be the proper si ze of the grant in 
relation to total local financial resources ? It is quite 
possible that t a heaVy grant may encourage extravagence 
in local expenditure. Local «• authorities may deliberately 
distort their budgets to make a case for enhanced grants 
from the centre and there would be a competition among 
localities for central subvention. If such grants expand, 
there will be greater inclination on the part of the central 
government to increase its tontfol over local authorities, 
and perhaps, local autonomy would be seriously impaired. 
Hence the best method would be a higher standard of 
costing and accounting to check irresponsible spending 
of local authorities and at the same time, the grant should 
be an equalizing grant based on some objective measure 
of needs. 

The second problem arises with regard to the distri¬ 


bution of grants Detween local authorities differently 
ced. If contributions cannot be arranged on an equitable 


ler, then the purpose 


ealised at all. Thej 


lties in wealth and needs 








DEBT GROWTH. 


257 


a jgrger grant. As a result the old distinction between 
onerous services and beneficial services is not of much 
consequence lo-day. 

The of the P ro P?I ^financial rel^tiaP 

between the centre and the local bodies remains unsolved. 
Local. bodies cannot be financially . self-sufecient while 
their function and re.sponsibijities_arc_constantly on the 
increase. On the other hand, some form of state assistance 
is inevitable. The financial arrangments whifet^SiaM, 
today must be systematized and co-ordinated for better 
results. The system of ^ocaU taxation and of national 
grants-id-aid require overhauling and unifying.. The 
Local Government Act of 1929 in Britain failed to secure 
a simple financial arrangement between the local bodies 
and central government. Moreover, “the golden mean 
between local autonomy and bureaucratic control by the 
national government needs to be kept, and the first and 
most important step towards securing that ideal is an 
educated public opjnjpjp, enlightened ideal? of„jairiL 
responsibility and a proper sense of public rights and 

duties.”* . 

- Debt Growth 

Local governments apart from receiving grants-in-aid 
may sometimes borrow from the central government. In* 
this case it is short-term borrowing in anticipation of 
tax receipts. Local governments also borrow from the 
public in long-term loans for the purpose of constructing 
highways, sewers and for securing educational equipment. 
The rising expenditures on public works have been an 
important factor in the growth of local debts. On their 


* E. A. Lavar, Prlmsr of Taxation, paga 102. 

17 
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part the local authorities have generally been optimistic 
concerning their future growth in population and resources 
and have assumed a greater prospective capacity to pay 
off their debts. Excessive borrowing has been the main 
cause of the financial distress of local governments in 
U.S.A. in the thirties. . 

Local authorities speculated in real estate developments 
by opening out new streets, sewers and other improve¬ 
ments, mainly at the instance of real estate promoters. 
When real estate values collapsed in 1930 they were 
unable to realise sufficient tkxcsjto yield for the improve¬ 
ments. A period of tax delinquency and financial 
disorganisation followed. 

All these point to the supreme necessity of putting 
. limitations on local borrowing. In Britain no local 
authority has legal power to borrow unless authorized 
to do so by Parliamentary sanction. The borrowing 
powers of local authorities in Britain are under the 
control of the treasury, Home office, or Ministry of 
Health, from which a previous sanction is necessary 
before loans can be contracted. Temporary obligations are 
not a serious matter and are not very much interfered 
with by law. Sometimes no limit is placed on debts 
incurred for self-supporting enterprises like water works, 
electricity etc. Sometimes local debts are allowed to be 
incurred up to a certain percentage of the assessed value 
of real property, say 5 to 10 p.c. The general American 
policy is to allow the maturity of loans for financing 
improvements to a period equal • to the estimated useful 
life of the improvements. But this is not a correct policy 
to adopt. Firstly, it is not always possible to estimate 
accurately the life of an improvement. Secondly, it is 
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possible that by the time the usefulness of an improvement 
has expired the local authority may not be able to pay ( 
off its debts. Thirdly, the capacity of a local body to pay 
off its debt obligations must be judged by the resources 
of the local community, its existing* debt .burdens, its 
financial solvency, its needs and the credit it commands 
among investors. Long maturities of local debts should 
best be avoided. 9 

It must at the same time be noted that all local 
governments cannot be treated alike. One local body 
may have greater resourcesithaif another, and hence may 
possess a greater borrowing capacity. To fix ratios of 
property valuations as debt limits is too mechanical a 
policy to pursue. The best suggestion is to limit local 
debts to an average of the assessed valuations of taxable 
property over a period of years rather than to the last 
valuation. This method would provide a more rational 
limitation upon local borrowing and encourage local 
authorities to 'finance their improvements in an 
anticyclical manner. It would discourage borrowing in 
periods of high tax revenues and encourage it in periods 
of depression and unemployment. 

Methods of Borrowing and Repayment 

In Britain loans for municipal purposes may be raised 
in several ways j— 

1. Bank overdrafts for temporary purposes are allowed 

and interest is charged only on the net balance in favour 
of the bank. . • 

• 

2. The issue of bills of exchange if permitted by law 
is used for the purpose of meeting capital expenditure 
pending an issue of stock. 
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3. The issue of stocks as permitted by Act Qf 
Parliament raises large sums from the public. The stock 
is secured upon all the fates, revenues and property of the 
local authority. It thus forms an attractive investment 
and is freely saleable in the market. 

4. The issue of mortgages on property and rates for 
short periods as well as for long periods is permitted. 
Short period loans encourage investment by small 
investors. Long period loans are usually financed by 
banks, insurance companies etc. 

In the repayment of loans? several methods may be 
adopted. e 

1. The fixed instalment system means the repayment 
in instalments of the principal sum out of annual revenues, 
interest being paid on a diminishing scale as the principal 
of the debt diminishes. This method is possible only in 
the case of local bodies with a sound financial position. 
It is clear that the annual charge of the debt will be 
heavier in the early years and lower in the later years and 
as such this method may not suit all local authorities. 

-2. The annuity system equalizes the annual charge 
on account of debts by a careful adjustment of principal 
and interest so that the net burden is equalized over the 
period of the loan. This is better than the fixed 
instalment system. 

3. The sinking fund system provides for the payment 
of the annual interest for the full period and the repay¬ 
ment of the principal in one amount at the end of the 
period. The amount required *for repayment is procured 
by appropriating, from the,annual revenue an equal annual 
sum which, with compound interest added, will pay off 
the principal at the maturity of the loan. 
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Local Debt and National Debts Compared 

The borrowing power of a local body is severely limited 
by legal requirements. A local authority should not borrow 
unless there is a strong economic justification for the 
loan incurred. • It is therefore quite natural to suppose 
that local debts are mainly incurred for productive purposes. 
In specific cases the annual interest of the debt can be 
covered by the annual revenue frofn the enterprise under¬ 
taken while the value of the enterprise would be sufficient 
to meet the principal of^ the. debt. It is possible that a 
number 6f people mey hold claims on a local authority 
as creditors, but that is not inconsistent with the sound 
financial position of the productive enterprise which has 
been financed by the loan. In this sense the position 
of the local authority may be compared to that of a 
business undertaking whose assets generally exceed its 
liabilities. 

The borrowing power of a public authority is not 
fettered by legal limitations. Moreover, national debts 
are not always productive. They may be undertaken 
for clearly unproductive purpose like a war. Local debts 
do not involve a real burden in so far as they are clearly 
productive. But national debts do constitute a real burden* 
in so far as the interest and the principal have to be paid 
out of current income. 
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The Budget—its scope ; the balanced budget; the 
case for and against the balanced budget j annual versus 
periodical budgets. The effects of price changes upon 
budgets. Multiple budgets,—ordinary and emergency 
budgets', ordinary and capital budgets ; the allocation of 
expenditure between Capital and Revenue. Budgetary 
Reform. How to judge the mdiit of a budget ? ( 

What is a Budget ? 


The budget is the national balance sheet and contains 
an account of the actual expenditure and revenue during 
the previous financial year and includes proposals for 
raising the revenue necessary to meet the estimated 
expenditure in the following year. The budget is not a 
mere instrument of raising the minimum expenditure 
in the most convenient way. Tt is an instrument of social, 
adjustment whether between the rich and the pooror 
beticeenihfr arban populat ion and th e rural population or 
, between producers and consumers. As governments to-day 
are playing an increasingly important .part in social.. and 
economic affairs the budget has become an engine of 
social and economic reform. It pro motes the fiscal ofaj cc- 
tives of the government. It contains the'financial plan 
oLJfeg^R 9 SSSW»ent and in a democracy tks.J&S3S^ Te 
actin g as the representative organ of the people co ntrols 
the finances of jtfie government^ through its enn trpl, over 
the budget. Budgetary procedure involves the preparation 
oTtfie budget, acting^upon Jt J>y the legislature, ifc*~j 
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exec ution b y the ad ministra tion, and, i ts control t' 
a ccounts and audits . In Britain national expenditure 
falls under two main heads | (1) Consolidated Fund 

Services, which are permanently authorized by parliament 
and for which annual legislative sanction ia not necessary 
(these include national debt Services, sinking funds etc.) 
(2) Supply Services, which are sanctioned annually by the 
House of Commons. (These include expenditure for the 
fighting forces, civil services etc.) In U.S.A. And some 
other American states the practice is to omit some items of 
revenue # and expenditure Irom ’regular budgets and create 
special budgets for particular activities, such as public 
institutions and utilities. This practice is misleading 
and does not present a true picture of the finances of a 
nation. It is of course advisable to allow within the- 
budget some distinctions for current expenses, capital 
outlays and public economic enterprises j but revenues 
and expenditures of such divisions must be co-ordinated 
in the budget! The budget therefore should be compre¬ 
hensive and detailed, should include all the estimated 
revenues and expenditures of a government and should 
contain all relevant information about the finances of 
the nation. 

What is the Scope of the Budget ? 

& 

A budget has two important functions ; first, to serve 
as a report on the finances $ second, to submit a f inancial 
plan and programme for the future. The budget should, 
"fEerefore, have three ’important sections. Section I 
should contain a summary of the revenue—expenditur e 
position of the year closing. Sectio n II sh ould contain'tEe 
inancial plan of the coming jear to be supported fry fa l l 
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statistical materials of the estimated requirements. 
Section ,111 s hould contain drafts. of bills i.e, proposals^ 
for taxation” or loans, to give effect to the financial 
plan. * t 


The §c^pe^>^th^|mdgft is viewed from the standpoint 
of (1) the character of the financial programme (2) its 
comprehensiveness, and (3) its ^j»t jn tjnj*, 

The lirst requirements that the budget should include 
both the current .operations and the capital expenditure 
programme. Many governments fail to formulate long 
range plans for their capital Improvements an£ hence 
omit from the budget picture expenditures on capital 
improvements. But a correct view of the financiaf 
programme is impossible if capital expenditures and the 
means of meeting such expenditures are left out of the 
budget picture. If capital expenditures are financed by 
borrowing, it is necessary that the conte mp lated loan 
programme must be clearly set out with its probable 
effects on taxation and the debt situation. * ~ 

The second requirement is that the budget should be 
comprehensive i.e, it should inclu de all tax and other 


receip ts, and all the expenditures for specific as well as 
for gene ral pu rposes. 

The third requirement is the time duration of the 
budget. It must be adjusted to the practice of the 
legislature with respect to its own sessions. Where annual 
parliaments are held as in Britain the budget normally 
covers one fiscal year. Where parliaments meet less 
frequently the budget may cover two or more fiscal years, 
as the case may be. 


* A. E. Buck, Public budgeting (1929) Page 57. 
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The Conception of a Bal anced Budget 

The budget is to be regarded as ‘balanced’ i£ d nrjqg 
the fiscal year, reve nue exceed s, or nfift fa ll 

“sfiort of, expenditure. But if expenditure exceeds the 
revenue during the period under consideration, the budget 
is regarded as ‘unbalanced.’ T hree questions obviously 
must be answered—wljgk should be included in ‘ejBgndi; 
tute' ? What should be included in ‘ rey epue^ ? What lengthy 
of time should be chosen as the accounting period ? 

From the expe n diture acaount we shoulcL exclu de aU_ 
debt repayment. Similarly, all borrowing for “r eproduc¬ 
tive’ purposes, such as loan expenditure, for public works 
should be excluded. Here, however, a division of the 
budget into two parts, a current budget and a capital 
budget js frequently resorted to by modern governments 
to prevent scares arising out of a misunderstanding of 
the nature of public expenditure. 

From the Revenue account we should exclude all 
receipts which are of the nature of capital such as sumg. 
drawu from accumulated reserves or the proceeds of the 
sales of public property. But, on the other hand, revenue 
derived from taxes on private capital such as death duties 
must be included into the revenue account. 

Dalton, therefore, defines a budget as being balanced 
if during the accounting period there is no increase in the 
net deadweight public debt. 

* The proper length of the accounting period is a matter 
of debate. Generally governments follow the practice of 
annual budgets. But when government finances are in a 
weak condition a shorter period than a year may be 
necessary. On -the other hand, there are powerful 
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arguments advanced by economists in favour of a much 
longer period in conformity with the economic variations 
of a business cycle. In any case a budget should be 
balanced in the long-run otherwise there would be an 
enormous inerease in the deadweight debt. In the short 
run a budget need not be, balanced because governments 
may deliberately incur temporary budget deficits to 
increase the volume of employment through an expansion 
of credit. 

Three conclusions are possible. 

If revenue receipts for the budget period arp greater 
than expenditures (cost payments), the difference is a 
budget surplus. 

If revenue receipts during the budget period are 
equal to expenditures, the result is a balanced budget. 

If revenue receipts during the budget period fall short 
of expenditures, the difference is budget deficit. 

The Case for a Balanced Budget 


£ b al anced b ud ge t policy is the normal fiscal pr ocedure 
for a governmen t to follow . A balanced budget is regarded 
as beneficial to the functioning of the economy as a whole. 

This traditional fiscal approach is challenged in 
modern times o n the ground that a budget balance cann ot 
cure unemployment in a depression and that a deficit 
b udget may gi ve rise to forces which'- wo uld cr eate a n 
adequate volume oF~employment. It is true that it may 
be possible to give relief to the unemployed under a 
balanced budget but it is equally true that a government 
«^t^oyide,\as^ch_in^e._feLjie^$emp^ 
„#le 9 ^qr ;i rdief ggemtion?.pr jrablic works under 
a balanced budget as under an unbalanced one. I n time s 
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^wjfcejuttelS. b.j* high level ofemglq yme gt, 
PS&SHa-^Sf.- g<&ggju.tfec budget must bcabahmeg d 
onj*. A deficit budget at this stage would lead to,infla J 
tion and must be avoided. When, Ijowever, in the cours e 
of business cycle the boom gives way to depressio n, a 
budg et b alance may prove .too burdensome and may / 
hinder the operation of the forces which eventually" 
work for recovery. JTaxes sh ould be lowere d and made 
less burdensome, . taxes which press on bqsj qegg ft pd 
employment should b^ith^wbT^euditure jskottld 
be prudently controlled *and'if all these cause a budget 
deficit, that is .welcome in as much as deficit s- 
would lead to greater private spending and thus act 
as a stimulus to recovery. 

As against this it has been pointed out that apropet 
atmosphere for recove ry out of a depression may be 
c reated even within n hnlan r ^ If, for example, 

wag e-rates a re low ered down and adjusletLlo the. reduced 
level of the National income in a depression, then the 
problem of unemployment can be successfully solved 
and no fiscal manipulation would be necessary. As the 
Committee on Post-War Tax Policy in U. S. A. pointed 
out,—“Deficit spending may provide some temporary 
relief by putting more money into circulation. The 
payments are likely to be made, in at least some degree, 
without regard to the quantity or quality of productive 
effort being performed by the recipients. Thus, the ground 
work is laid for inflation, a condition under which the 
higher money incomes * cannot provide an equivalent 
real income. Furthermore, the steady increase of the' 
public debt under a deficit policy would , tend to give 
rise to growing, doubt as to the stability of the monetary 
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unit and the redemption value of the debt. These 
doubts would go far to impair that confidence in the 
future which is essential to bold, business planning 
and vigorous enterprise/' (I) 

The balanced budget policy is mainly rejected on the 


grouncl tn.at under it p urchasing p ower will De lnsuttcien t 
to absorb the product of reasonably full employment. 
Hence government actio n is n ecessary to assure e equaliza¬ 
tion of production and spending?” Two courses of action 
are possible. .Either the government might supply th e 
people with more money to_spg ad because the productive 
process will fail to produce enough income with which 
to absorb the goods and services produced, or _the 
govern men t mig ht depend on taxation .^and . borxoaung 
toforce the available income into use when some of it 

%r • * •% • 1 1 M ** 4 

will remain idle in a deflationary co nditio n. Against 
,this point of view it has been argued that any attempt 
to solve the problem by an artificial increase of purchasing 
power would make a bad situation worse. ' The deficiency 
in purchasing power should best be overcome through 
production at a lower cost and sale at a lower price. 
As Lutz has emphasized, “The effort to overcome the 
price money disparity by creating more money promotes 
disregard of costs and prices, while the process contributes 
to the increase of both. It is ordinarily not possible to 
distribute the new money widely enough to enable all 
consumers to fare well in the struggle against rising 
prices, and the result is a declining real standard of 
living for those who fail to get a share of the largesse/’ (2) 


insu: 


(1) A Tax Program for a aolvtnt America (1945), Pag* 23. 
(9 Lutz. Public finance (1947) Pag* 696. 


unemplopment. The choice lies between the followin 
alternatives viz, either to take those measures w hich -will 
hold unemployment at a minimum and, provide the 
needed relief under aT Taalah cec T Bu3g eFo'r'To ignore the 
remediaFmeasures and the balanced budget by prompt 
resort to deficit financing. The second policy—not 
necessarily more reasonable-is more popular arid njore 
readily acceptable for a variety of reasons. \jJofrowing 
is preferable to taxatioijin a’depression because taxation 
is immediately burdensome, whereas the burden of a 
debt will be felt in the future. The fundamental causes 
of unemployment are ignored and spending is regarded 
as an effective reme dy aga inst unemployment. Moreover, . 

« ,w ft ^ 1 ^-"— r ~l i i m pi w 

the belief^ is . widespread that the public, _jkht_ia.im 
e ffective and ben eficial in strumen t _ of fiscal ^?QUsa r -.a»d 
should not be treated with any serious concern.yy' 

¥he Committee on Post-War Tax Policy in U.S.A. 
gave the following views on budget policy :— 

“We recommend the balanced budget as the normal 
practice in the belief that such a policy, being indicative 
of fiscal stability, will be more beneficial for the private^ 
economy and more conducive to the long-run stimulus of 
private effort than a policy of deficits. Our concern here 
is with the maintenance of production, employment and 
consumption through private enterprise. It is possible 
to* create purchasing power through income payments 
made from government deficits, but there is no experience 
with this method of bolstering, the economy that would 
demonstrate it to have the energizing quality so essential 
to sustained prosperity. '* 



9.7ft 


mUCFIKANgt 


The Significance of an Unbalanced Budget 

Short-term revenue deficiencies are not a serious 
matter. Old taxes may be increased or new taxes may be 
imposed or expenditure may be cut down to secure the 
balance.\i*ut" a series of budget deficits might force 
the government to resort to heavy borrowing either from 
institutional investors or by issuing paper money. 
Currency inflation is °the greatest danger of deficit 
budgets. 

\y/De ficit finance need not betaken as inevitable to any 
scheme of increasing economic e&ciency and stimulating 
enterprise. < ^\JJlrfre are so many other ways of securing 
the same objectives e,g. by reducing income tax ^ by 
re mo vin g, monopolistic controf^onjproduction, by 
ratioiializa tTofr ana 1 ' pfaiihiug~ ~et cTVBtlt in view of the 
avowed policy of modern governments t o secure f ull 
employment an expansion of the public debt is likely 
toJ&kejdace. To maintain full activity jn an economy 
which is no longer expanding may require frequent budget 

^ njg-‘ ~ - .* » x ° . - —** ‘ ~ *• * - - * ' * I’ ■<« Ml 41 

eficits on current account to be paid off by budget 
surplus in times of prosperity. Many lon g term invest- 

•• V'' '* *• " ** '* * l , l * l< w i Aywwww m y 

ments initiated by a public authority while creating 

0 

employment may not yield any return ih the early stages. 
These will.. financed by loan s. Even in the working 
of public utilities like gas, electricity, rail transport etc, 
there might be a working loss leading to a deficit. 

A government hapa choice of three methods of finan- 
cing a.... deficit. Firstly, it can . incur a fairly longterm 
loan at a lower rate of ( interest than the market rate. 
The result will not be sufficiently inflationary.^/Sfecondly, 
the government can borrow at shoft-term at a very 
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low. ratel of interest from financial institutions. »^jPfiirdly, 
it can print additional notes and thus can borrow at 

t 

zero rate of interest. The second and third methods are 
•obviously under the control of the government. But 
tliere is some danger that an inflationary pressure 
might be set up. 

Annual Versus Periodical Budgets 

We are so much used to the system of*annual 
appropriations that we have come to regard it as a 
normal and inevitable feature of all budget making. 

Receflt discussions on problems of business cycles 
and economic insecurity have strengthened the case for 
long-term budgets. It is said that governments should 
seek to balance their budgets, not in annual intervals, but 
over periods as long as a business cycle of several years’ 
duration. In periods of prosperity taxes should be raised 
and public debts should be redeemed to control inflationary 
trends in the market but during periods of depression 
taxes should be lowered an<f debts incurred to stimulate 
recovery. A budget which can make provision for such 
periodical variations in taxation and borrowing throughout 
the business cycle would act as a stabilizing influence 
upon the economy. On the other hand, doubts are 
•expressed about the practicability of a fully flexible 
cyclical budget. There is even an apprehension among 
some economists that frequent tax changes would have 
unsettling effects upon the economy. Hence some 
economists propose a rafcher stable tax structure that 
would be largely based on the. automatic flexibility of 
the progressive personal income tax for anti-cyclical 
variability. . ' 
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Annual budgets do uot help a government in carrying 
out a carefully formulated plan of national, expenditure. 
In fact no department' can afford to plan its expenditure 
aheaid for a number of years if annual sanction of the 
parliament is .necessary. It is often found that toward^ 
the close of the budget session the diflerent departments 
of the government proceed rapidly to use up the unspent 

balances at their credit to prevent their lapsing to the 

% 

Exchequer. It is also true that in annual budgets the 
measures which will balance the budget of the present 
session may unbalance the nejtt, and vice versa. Thus, 
for instance, in a depression taxes may increase and 
expenditure may rise to maintain the unemployed, while 
expenditure falls and taxes are lowered in a time of 
. prosperity. 

Budgeting, it is therefore maintained, should be a 
periodical stock-taking, instead of being an annual affair. 
Periodical budgets act as an insurance against a sudden 
short-fall of revenue or excessive expenditure in any 
particular year and therefore bring about a more equi¬ 
table distribution of resources and expenditure over the 
whole period. Even a Budget Equalization Fund may 
c be set up to insure against too sharp, variations in 
revenue collections. 

According to some American economists the account¬ 
ing period of the budget should coincide with that of 
the trade cycle, surpluses being used to repay debt in 

years of boom, and deficits xnet by borrowing in years 

• 

of slump. Public authority *• can understand when to 
modify taxatipn and borrowing to fight instability if 
the financial programme is planned for a number- of 
years. 
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The cyclical budget proposal, however, rests on seme 
fundamental assumptions. Firstly, it assumes that 
administration would have foreknowledge of the course 
of trade and would act accordingly e,g, to stop bo rrow in g 
when the limits of safety have been reached, to reduce 
taxes during depressions, to raise taxes when an inflationary 
boom is under way and to retire the debt of depressions. 
Secondly, it assumes that the administration would have 
the power to resist demands whether for tax reliefer more 
expenditure, when prosperity prevails. Thirdly, it ignores 
the fact^ that deficit financing is convenient but costly in 
as much as the debts have got to be cleared by budget 
surpluses during the prosperity phase of the cycle. Many 
governments might be unable to do so. Fourthly* it 
ignores the difficulties arising out of the uncertainty 
concerning the duration and intensity of the phases of the 
business cycle, the time to increase and decrease taxation 
and borrowing etc. Deficit financing during a prolonged 
depression woulfl cause an ever increasing debt. 

On the whole it is true that a rigid annual balancing 
of budgets does not help the achievement of full employ* 
ment. Dong-term budgeting is essential for financial 
planning. Over a period of years the budget should he, 
balanced and should provide for debt reduction. Budget 
control which is the basic idea of annual budget balancing 
is also possible in periodical budgets. 

The Effects of Price Changes upon Budgets 

During a depression the general price level falls, 
production declines and there** an increasing volume of 
unemployment. The fall in prices diminishes public 
revenues from almost every source. Firstly, the money 
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income of taxpayers falls and the yield of income tax is 
affected. When the income tax is based on a progressive 
scale, the yield falls more than in proportion to the fall 
in Income. The realisation of the tax would be delayed 
in view of * the adverse circumstances of taxpayers. 
Secondly, custom and excise duties based as they are 
on the price of goods yield a much smaller revenue as 
prices fall. Thirdly, a&the value and volume of business 
transactions fall the yield of stamp duties based on these 
transactions also falls. Finally, the profits of state 
enterprises fall with the declinw in the purchasing power 
of the customers. 

So far as the effect of the fall in prices on public 
expenditure is concerned, the cost of maintaining the 
unemployed during a depression becomes an important 
new item of public expenditure. The fall of prices has 
no appreciable effect on that part of public expenditure 
which consists of fixed money charges. It has some 
effect upon that part of public expenditifre which varies 
with prices, such as the purchase of stores or the payment 
of wag& and salaries on a cost of living sliding scale. 
It must be noted that public expenditure is much more 
.rigid than public revenue and while the former offers 
little scope for curtailment in a depression the latter is 
seriously affected. 

On the other hand, in a depression the rate of interest 
falls. This cheapens the floating debt and thhs facilitates 
conversion of the debt. The fall in the rate of interest 
raises the value of gilt*edged securities and thereby 
increases the yield df taxes based on capital values, such 
as death duties. But these advantages are far outweighed 
by tile disadvantages of deficit budget. The question is 
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how to keep budgets within reasonable bounds. Two 
types of policy-one deflationary, the other inflationary 
may be adopted.. The deflationary policy would slow 
down the circulation of money,^prolong stagnation, increase 
unemployment and still farther diminish pubHc revenue. It 
involves a reduction in public • expenditure, if necessary 
in drastic forms such as cuts in salaries and wages of 
public servants, compulsory conversion of debts, reduction 
in social service benefits, etc. The inflationary policy 
seeks to balance the budget not by economies but by 
increasii^j revenues through a trade recovery. It involves 
large expenditures for public works. 

The deflationary policy aims at balancing the budget 
by reducing costs ; the inflationary policy aims at doing 
so by raising prices. A fall in prices causes deficits, a 
rise in prices causes surpluses. From the budgetary 
standpoint a moderate inflation is clearly desirable. 


Multiple Jfludgets i Ordinary, emergency and 

Capital Budgets 


The comprehensiveness of the budget is a matter of 
great importance. It would bring into one unified picture 
the fiscal performance of the past and the fiscal plan of the « 
future. Suggestions have been made that the purpose of 
fiscal control and planning would be better served if 
multiple budgets are prepared, presenting in each the 
past facts and future plans concerning the finaheirtfc of 
Specialized functions. ' -■ 

An ordinary budget should be concerned with the 
function of a government in normal • times i,e, with 
what are called the permanent functions of vthe govern - 
ment. But in times of emergency like a war or business 
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depression and widespread unemployment there should 
bp an emergency budget to deal with the extraordinary 
situation that has arisen. The emergency budget would 
obviously be of sljort duration intended exclusively to 
present data for functions of an extraordinary character. 

. There is not much merit in multiple budgeting. A 
single, comprehensive budget may make room for the 
unusual character of < certain expenditures. Multiple 
budgeting, it is said, would encourage wasteful expen¬ 
diture. Many departments of the government might 
take the advantage of transferring certain f wasteful 
expenditures of longstanding into the emergency category 
and thereby avoid parliamentary scrutiny and criticism. 
Administrative efficiency will be lost and interdepartmental 
jealousy may grow up. But the most important argument 
against multiple budgeting is that it would “obscure the 
true results of fiscal operations by scattering the results 
among several documents.” (Taylor.) 

As against this Hansen points out *that a multiple 
budget can satisfy the requirements of comprehensiveness 
equally as well as a unitary budget. Moreover, it permits 
greater flexibility of management and a clearer perception 
of the financial operations of the government. Hansen 
suggests the following elements in a comprehensive 
multiple budget set-up. 

I Operating Budget 
II Capital Budget ' 

A. Public works, Non-remunerative 

B. Self-liquidating Projects 

C. Investment in * government corporations • and 
Independent Authorities. 

' III Annexed Budget etc. 
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Many economists have supported the idea of setting up 
capital budgets in addition to ordinary operating budget 
of current receipts and expenditures. The capital budget 
would provide for expenditures for important itefns of 
public construction like railways, Irrigation works etc, 
as well as for state owned Commercial enterprises like 
gas, electricity etc. Such expenditures are of an 
extraordinary type. They are mostly financed by 
borrowing. They should therefore be segregated from 
the usual expenditures of the government and should 
not be allowed to upset; the calculations of the general 
budget. 

But even a capital budget cannot be completely isolated 
from a general budget. If a commercial enterprise is run 
at a deficit, the deficit has got to be met by borrowing 
or by increasing the price of the services rendered 
to the public. In so far as a general budget contains 
the fiscal plan of the government the receipts and 
expenditures of public enterprises are part of the general 
budget. 

But the practice of setting up a Capital budget is now 
being followed by most governments. In India a separate 
capital budget was presented for the first time -in February 
1946 and the practice has since been followed. The 
capital budget includes all transactions connected with 
loans raised by government treasury bills, Ways and 
Means Advances, Post-office Savings bank, all and 
divings certificates issued through the post office, all 
depredation reserve and development funds, loans and 
advances by the Central government, including loans to 
provincial governments, special deposits like income tax 
and excess profits tax depoaita and payments on capita! 
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schemes financed by the Central government. The Capital 
budget also takes credit for the amount provided in the 
Revenue Budget for amortisation or reduction of debt. 
The * exhibition of all thd capital transactions in one 
place thus hglps t6 focus ^attention on the productive 
and deadweight debt of government and the expen¬ 
diture of loan moneys on productive and unproductive 
schemes. 

r 

The ‘Allocation of Expenditure Between Capital and 
Revenue 

& 

The allocation ot expenditure between Capital and 
Revenue is' determined by considerations of accounting. 
The main purpose of accounting is to eliminate waste in 
the use of public funds. Whether in the construction of 
railways, irrigation works etc, or in the cost of unemploy¬ 
ment relief and carrying out of public works projects, 
there is every possibility of wasteful expenditure. Wasteful 
expenditures will, of course, secure the objectives of public 
expenditure but the cost will be enormous. Pull 
employment might be secured by wasteful expenditures 
but once full employment is reached it will be found that 
real* income has fallen too low. At this stage another 
important purpose of accounting becomes clear, via, to 
maximize efficiency in the use of productive resources. 
The capital budget as an accounting instrument helps to 
determine the proper direction of public expenditures and 
the degree of efficiency achieved. 

* - The allocation of expenditure between Revenue and 
Capital is also determined by considerations of finance. 
A capital budget brings out the fact that a capital project 
is uqt consumed in the year in which it is constructed* 



It provides a rational basis upon which public authorities 
may decide whether a capital project should be financed 
by taxes or by loans. It thus serves as ft useful guide to 
financial policy. 

The Revenue budget includes regular, curjent expenses. 
It should also include as a part of its regular expenditures 
the depreciation, amortization and interest charges 
incidental to the capital outlays accounted for in the 
Capital budget. In this respect*the Revenue budget and 
the Capital budget are inter-related. 

Hansen elaborately explains the allocation of expendi¬ 
tures between Revenue and Capital by the budgetary 
practice in Denmark. * 

“Denmark’s new budgetary system, inaugurated in 
1927, offers the most logically consistent example of 
governmental acounting in the form of two separate 
but inter-related statements ; (a) the Operating Budget, 
and (b) the Capital or Investment Budget. Every 
outlay on a aapital good is entered in the capital or 
investment budget. No distinction is made between 
self-liquidating and non-income yielding capital outlays. 
Durability, not profitability, is the criterion applied. 
Capital outlays on durable or capital goods are financed 
by (a) inheritance taxes, (b) borrowing, and (c) amorti-* 
zation or depreciation allowances transferred to the 
capital budget from the operating budget. 

“Self—liquidating capital projects are, of course, 
expected to earn an income adequate to cover the operating 
expenses of the project • and interest and depredation, 
charges. In the event that looses are sustained, these are 
carried by the operating budget. Non-income-yield mg 
assets, on the other hand, since they earn no income. 
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directly, must look to the government's operating budget 
for income to cover not only expenses of operating, but 
also interest and depreciation charges. 'Thus each branch 
of the government—for example, a state hospital Or a state 
university—must include ki its expenditure estimates 
not merely the usual opefating expenses, but also an 
amount sufficient to cover interest and depreciation. These 
expense items entered t in the government’s operating 
budget are* of course, defrayed from general Ux revenues. 
Thus, the operating budget carries the interest and 
depreciation charges originating in the capital or invest¬ 
ment budget. 

"The Danish public accounting procedure is fully 
developed to include all state properties, and it is, therefore, 
possible to present annually a statement of the national 
debt and of the net cost minus depreciation of the national 
properties. And since a part of the capital outlays are, 
in fact, financed from inheritance taxes, the* net cost 
minus depreciation of the national properties should 
exceed the debt obligations. If the ordinary budget shows 
a balance in any one year, such a balance would show up 
as a net addition to the assets in the state aggregate asset 


account; a deficit in the ordinary budget would reduce 
the net assets. The Danish budget thus illustrates a fully 
developed capital accounting procedure applied not only 
to the state’s income—yielding assets, but also to public 
investments which do not yield a monetary income. 

“Too great significance should, howeve r , not be attached 
'to Buch an inventory. Indeed, it may well be argued that, 
at any rate with respect »to non-self-liquidating projects, 
there is no legitimate warrant for setting np a balance sheet 
of assets against liabilities, since these so-called assets 
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yidd no income. The analogy to private business is 
a false one. The really important matter, however, 
with respect to the Danish procedure, is that for every 
capital outlay financed by /borrowing, depredation or 
amortization charges are assessed against .the operating 
budget. The operating budget is in balance if its tax 
receipts are adequate to cover, in addition to expenses of 
operation, depreciation, amortization, and interest charges. 
But the initial capital outlay is thrown into a capital or 
investment budget and is not loaded into the operating 
budget." 

Budgetary Reform 

The traditional method of presenting accounts—based 
as it is on ideas proper to a personal account—is mainly 
concerned with the necessity of securing a balance between 
Revenue and Expenditure. The recent expansion of 
governmental activity on social and economic affairs, 
and particularly with the acceptance of the idea of fiscal 
policy to secure full employment, the budget may be so 
manipulated as to have a deficit or an overbalance as 
the need arises. Naturally there is a necessity for bud¬ 
getary reform. This reform should be brought about in 
two directions—firstly, to make the budget an efficient* 
instrument for the control of expenditure j secondly, to 
overhaul the system of accounting in order to determine 
the correct balance between revenue and expenditure. 

• The budgetary reform introduced in Sweden in 1998, 
divided the account into a Current Budget corresponding 
to the profit and loss account of a business firm and a 
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‘Capital Budget’ which corresponds to the capital account 
of a firm. This Double Budget policy is directed against 
the trade cycle and aims at a long period expansion of 
public capital assets. The Current Budget may have a 
deficit or a surplus, afcting ad.au anticyclical force. Again, 
the fact that a value is put on the public capital assets 
marks a great departure from the traditional budgetary 
standpoint. On the traditional system governments 
would regularly finance long-term investment from 
current revenue, but, because no value was put on such 
investments in the accounts,* theu would insist on raising 
taxes even in a depression in order to cover‘current 
expenditure. As a result there was h chronic deflationary 
tendency on the part of the public authorities. Under 
the new method, even if in a particular year the govern¬ 
ment spends more than it receives in order to expand 
capital assets, the Budget as a whole will be balanced. 
The Swedish experiment, however, may not suit every 
country. The important point is that in Sweden the 
government possesses considerable real assets and it 
directly undertakes a large proportion of public invest¬ 
ment.. But normally the public sector in every country 
acts as a supporting and compensatory factor in the 
Economy. 

As a rule it may be laid down that the current 
expenditure should be met out of revenue and investment 
outlay out of borrowings. Investment outlay* ■covers not 
only • self-liquidating investments* but also expenditures on 
education, health etc. which add to the real income of the 
community. The -price mechanism cannot register all 
gains and losses from any particular economic activity. 
There, is in the words of N. Kalder, “a duster of effects” 




i, e, external economies and dis-economies which are not 
reflected in the cost price mechanism. Hence pressed 
by excess demand taxes might be used to bring mats 
funds than are needed fod current requirements or 
faced with deficit demand they might be remitted to 
stimulate consumption. But on the whole the loan 
method has great significance in public finance and must 
receive its due share of attention. The idea of budget 
balancing cannot be rejected altogether. In the long run 
the principles of sound finance must be observed. And 
that is all the more true in the interest of the non-infia 
tionary outlay, economiaspendingand budgetary accoun 
ting. This technical problem in budgeting has to a greal 
extent been solved in the double budget system—the 
revenue budget and the capital budget—adopted bj 
Denmark and Sweden. The capital budget now being 


presented in India is not a true capital budget. It is 
statement showing all the transactions of a capital natu 
and focussing attention on the productive and deadweig 
debt of the government. I 

The direct trading activities of government depah 
ments e.g. in the transport services, in the supplyfi 
food, clothings etc, presents a rather difficult problejp 
public accounting. Almost every government of 
has developed such trading activities and yet^o 
satisfactory accounting method has yet been develM. 
As these are purely economic functions, they she# ** 
dealt with by business accounting methods. A. fulF 0 ® 4 
and loss account must bo presented in the budget k 
information and scrutiny of ti^xpayers. In the 
nationalized industries business methods as in # 

private firms should be followed. There may. f ,wCV * 1 
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be deliberate as well as unintentional deficits in the 
working of nationalized industries and it must be dearly 
shown how the deficit was financed, whether by taxes or 
by loans. New accounting methods must be evolved 
which would satisfy the mquisitive citizens and not the 
indifferent shareholders of a'joint stock company. 

The accounts of the ordinary supply services should 
be modernized so that t it might be possible for a head of 
department to ascertain total departmental costs and to 
analyse them carefully. This would eliminate waste due 
to multiplication of the exjiense^of management. t 

Budgeting for full employnfent differs in important 
respects from budgeting in unplanned economy. In an 
unplanned economy the economic functions of public 
finance were not integrated with a predetermined rate 
of growth of national incomes, investment and consump¬ 
tion. In a planned economy the budget will regulate all 
three factors. In orthodox finance the budget must be 
•alanced i,e, public expenditure should not exceed public 
j venue. The modern budget entails planned expenditure 
7 fhe state on investment and consumption over the 
:riod of the plan and that period may not necessarily be 
. Vear. Annual budgets, therefore, may have to be given 
itand periodical budgeting may be preferable. 

How to Judge the Merit of a budget ? 


has 


'Here are several questions which *we should ask of 
Ibudget. First, is it framed in such a way as to avtnd 
&>n or deflation ? Second, are the benefits which it 
Wes commensurate with what they cost. directly or 
,r «tly ? Third, does it have definite proofs that there 
1 &Vn no wasteful expenditure on the part of any 
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department ? Fourth, does it distribute taxation 
expenditure and borrowing in such a way as to make it 
possible for all classes and income groups to share their 
burdens and benefits ? • • 

In the old days the idefl budget was, the balanced 
budget i,e, when the revenue 'apd expenditure were equal. 
But fiscal ideas have advanced very far and to-day 
the budget has referen ce not qnly to the government 
sector but a\so to the economy as a whole. Thtf budget 
acts as a balancip^f influence in the system of aggregate 
expend^urft^fnus if cAditibns are deflationary in the 
sense that spe nding fayb ehind theJg&UBe olpjaduction, 
we demand that the budget ...should have a deficit so 
that deficit financing would act as a stimulating elect 
tfpon the economy and the process of recovery^wiU 
WTielpedr On the other hand, if conditi ons arq , in fla¬ 
tionary, in the sense that spending is rising faster than 
the volume of production, we demand that the budge t 
should~liave af surplus, so that consumption "would t>e 
r estric ted and thelnSationary pressure will ceaseft 
""'Then'comes the question of the relation between 
cost and benefit. A high level of taxation which brings 
enough revenue but confers much less * benefits upon 
the tax-payers, is certainly not a desirable proposition. 
When the burden of taxation reaches a certain point 
it adversely affects the will to work. A highly progressive 
system of taxation has a disincentive effect. On the 
other hand, the big increase in the public expenditure 
in recent years is the result of increases in the so-called 
social expenditure—in particular the Health service,, 
education, unemployment benefits, housing andTaod 
subsidies. It is .necessary to enquire how Tar the cost of 
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such services is justified by the benefits conferred by 
them. At the same time it must be remembered that 
taxable capacity is not an inexhaustible reservoir. 

There should be ptmost^crutiny of their own expendi¬ 
tures by the« departments/- The financial facts must be 
presented in the budget without any touch of vagueness 
or jugglery around it. This raises the question of f faan - 
cia l contr ol: 

Another important point is to see whether each class 
or income group shares the burden of administration 
and gets the benefits of the budget. In Britain in 1900 
social services cost about £ 1 per head ; in 1950 they cost 
about £ 37 per head. Even in 1938 the cost was no 
more than £10. In 1900 state expenditure on social 
services was £ 38 m ; it is now £1800 m. The expendi¬ 
ture on social ‘services has risen during the last fifty 
years from 2*1 to 17*5 p. c. of the national income, 
while expenditures on defence, war pensions and debt 


interest has risen during the same peridd from 8*8 to 
11*8 p. c. The welfare state is being financed not so 
much by the higher income' groups as by the middle 
Income group and to a great extent by the lower in come 
.class. In Britain, for instance, out of the total revenue 
of nearly £4000 m. in 1949-50 surtax accounted for 


£114 m only. One thing becomes clear from this analysis 
of present day budgeting in Britain viz, taxation is not 


so much a means of transferring resources from the 
rich to the poor as of securing a horizontal transfer 
from one average citizen to another ave 
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CHAPTER XTX 

Budget control in U. I d. —Th^ Public Accounts 
Committee in Britain and Iijdia—Audit and Accounts j 
the Comptroller and Auditor-General—the function of 
Accounts. 

Budget Control in fy. K. 

The Parliament and more specifically speaking the 
House of Commons, isJbhe supreme authority in the 
sphere of taxation, aiyjr in granting and appropriating 
supplies. Under the Parliament Act, 1911 the assent 
of the Lords is not required for a Bill certified by the 
Speaker to be a Money Bill. 

The departments furnish an estimate of their expendi¬ 
tures for the coming year to the treasury. It is for the 
treasury to sanction the estimate, and if there is any 
difference of opinion between them, the matter goes 
to the cabinet. Ordinarily the estimates are prepared 
by officials of the departments, the treasury and the 
Pinancial Secretary. The final tonch is given by the 
C hanc ellor of the Exchequer who lays final plan before , 
the Cabinet for approval. 

These estimates are proper for the supply services (e,g, 
the Army, the Navy, the Air Force, the Revenue 
Departments and the other Departments) whose expen¬ 
diture requires annual sanction of the Parliament. 
Another part of expenditure called the consolidated Fund 
Services is governed by permanent statutes (e.{f, Hie 
National debt charges, annuities and pensions, salaries 
■of the judges ctc)„ . ' 
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The Crown i,e, His Majesty’s Government requests the 
commons to raise money and authorise its expenditure. 
The Crown has no power to tax save by the grant of 
Parliament. Detailed estimates are presented to the 
House and the latter, aftet due deliberation, authorises 
the expenditure through Appropriation Act. 

The Estimates are considered by the House in the 
Committee of Supply c i.e. the whole House with a 
chairman and without the speaker. The function 
of the Committee is to examine and consent to the 
Estimates, but its resolutions \£ave no statutory effect j 
they merely recommend to th^^ouse to grant supplies. 
The House in Committee of Ways and Means resolves 
to grant out of the Consolidated Fund money to cover-this 
supply. The committee of supply discusses public policy 
relevant to the Estimates; the latter are discussed in 
detail by the Select Committee on Estimates. 

Within the limits of parliamentary legislation 
financial control is maintained by the Select Committee on 
Public Accounts, by the Comptroller and Auditor- 
general, and above all, by the Treasury. Normally 
speaking no expenditure is incurred outside the limits 
of the votes of Parliament through the control of the 
treasury, the Comptroller and the Public Accounts 
Committee. 

The Public Accounts Committee 

The Committee on Public Accounts was set up in 1861 
by Gladstone, to ensure that issues were used in 
accordance with estimate^ It is appointed at the beginning 
of each session in January with 15 members of Parliament 
End is presided over by a member of the opposition. In 
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India the Finance Member used to be the ex-officio 
chairman of the Public Accounts Committee. In Britain 
as well as in India it is the function of the Committee to 
deal with the reports of thd Comptroller and Auditor- 
General. The committee presents to Parliament its reports 
embodying the results of its deliberations. The reports may 
be debated at the request of the opposition. Necessary 
instructions are subsequently issued to the Departments 
by the treasury. In Britain the Public Accounts Committee 
has access to these instructions in the following year 
and can^thus come to know how far measures have been 
taken to give effect toVts recommendations. In India 
also the appropriate Rule lays down that *it shall be the 
duty of the committee to satisfy itself that the money voted 
by the Assembly has been spent within the scope of 
the demand granted by the Assembly.” In this way the 
Executive is made accountable to the legislature. 


Audit and Accounts : the Comptroller and 

Auditor-General 

In Britain the control over issues and the audit of 
accounts is exercised by the Comptroller and Auditor- 
General. The Exchequer and Audit Departments Act of 
1866 united two offices, the Exchequer and Audit. The? 
Comptroller thus has two functions viz-(a) he controls 
entries and issues of public money to and from the 
Exchequer Account (the consolidated fund) ; (b) he audits 
departmental accounts and submits the Appropriation 
Accounts to Parliaments Section I of the Exchequer 


Audit Departments Act of ^ 1 921 runs as follows— 
‘Every appropriation account shall be examined by 
Comptroller and Auditor-General on behalf qfthe 
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House of Commons and in the examination of such 
accounts the Comptroller and Auditor-General shall 
satisfy himself that the money expended has been applied 
to the purpose or purpose* for "which the grants made by 
Parliament yere intended to provide and that the 
expenditure conforms to the authority which governs it." 

Section 149 of the new constitution of India runs 
thus:— 

“The Comptroller and Auditor-General shall perform 
such duties and exercise such powers in relation to the 
accounts of the Union and of£he states and of any other 
authority or body as may be prescVJbed by or under any law 
made by Parliament and, until provision in that behalf 
is so made, shall perform such duties and exercise such 
powers in relation to the accounts of the union and of the 
States as were conferred on or exercisable by the Auditor- 
General of India immediately before the commencement 
of this constitution in relation to the accounts of the 
Dominion of India and the Provinces respectively." 

•The Auditor-General is required to prepare the 
accounts to be placed before Parliament and is empowered 
to call upon any government servant to furnish any 
information required for the completion of these accounts. 
The forms in which the accounts are kept in Audit offices 
are prescribed by the Auditor-General. The Auditor- 
General also determines the forms in which treasury 

officers as well as those who render accounts to the Audit 

% 

Department should render such accounts. The Auditdr- 
General also decides doubts or disputes as regards the 
classification of items under different heads of accounts. 
The Auditor-General is the final audit authority in 
India. 
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The Function of Accounts 

The functions of governmental accounting have been 
explained by Buehler in the following way :— 

1. The accounts of a government should furnish a 
correct and comprehensive record in a logical form of the 
government’s financial accounts transactions in the past 
and should indicate its present financial position. Govern¬ 
mental accounts should be a living and continuous 
record of its financial operations and should show the 
results of administrative performance. 

2. Such accounts sjrould supply the financial facts 
required by the chief executive and the department heads 
for the satisfactory performance of their duties. 

The accounts of a government, moreover, should 
present the data required for effective budgetary procedure 
and control. 

(4) An auditing procedure shold also be provided so 
that the legislature, through its agent, may review the 
accounts of the administrative departments and hold them 
responsible for following the budgetary policy endorsed 
by the legislature. 

(5) The governmental accounts should also supply the ( 
basic data that are essential in research and In the analysis 
of its finances. 

6. Lastly, governmental accounting should provide 
the facts for reporting to the administration, the legisla¬ 
ture and the citizens the financial condition of the 
government and its performance. * 


• BueftUr : Public Flnanau, Ctnpttr XII 



CHAPTER XX. 

State enterprises; reasons for state ownership; in 
which spheres should state" enterprise be allowed ? Effects 
of public ownership. The price policy of a public authority. 
Conditions under which state enterprise would be 
successful. 


State Enterprise ; Reasons-jFor State Ownership 
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There is to-day a tendency the part of govern¬ 
ments to favour numerous public enterprises. The old 
laisaez faire tradition of resisting any government 
interference in social and economic affairs has distinctly 
died down. The socialistic bias of modem governments, 
the programme of nationalization of industries, public 
regulation of privately owned industries, not to speak 
of the public ownership of industries etc,—are all due^ 
to fiscal as well as extr a-fiscal considerations. Where 
the private profit motive~is~ unable~Td"promote adequa¬ 
tely the public good, public ownership and operation 
of commercial enterprises become inevitable. ' When the 
interests of consumers coincide with the public welfare, 
or when private industry cannot or does not provide 
goods more cheaply to consumers, or when some control 
over the production and distribution of certain goods 


becomes necessary, governments have assumed the 
responsibility of securing necessary results. 

Reven ue no doubt has been a cons ideratio n to govern¬ 
ments i n uq dertakingL-XOXPmercial enterprises. But it 
has been a subordinate consideration. The lack of priv ate 
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c apita l and u nwillingness of individual investors to run 
ie ris k of failure have com pete d many governments 
to invest in railways, electric supply, the telephone, the 
telegraph etc. These are public jjtilities and are not 
regarded as proper fields i(k private investment. The 
exploitation of the consumer by private monopolies and 
trusts has, in the U.S.A, f orced governm ents to put defi- 
nite checks upon the activities of •combinations and trusts. 
In some cases public regulation has proved inadequate 
and has been replaced by pu blic o wnership. The main 
grievane? against privajfey owned concerns has cent 
around price; a hig^^rice is charged for the services 
rendered and profits have been excessive. Government 

A* '* 

ownership, it has been maintained, would secure a more 
efficient management and hence there is a possibility of 
reduced rates for services supplied by such public 
management. It must be noted, however, that govern¬ 
ment industry is not always monopolistic . industry.. 
There may as* well be competition between the two for 
the supply of the same service e.g. in city, transport. 
As a result the monopol y private ownership is. 
affected and reasonable competitive rate is established 
and maintained. • 

There is a fundamental c onflict b etween consumer 

interest and profit motive. Firstly, private capital does 

--- # . 

not venture into fields of production -w here return is 

uncertain or l ong delayed . This is true particularly in 

times of business d epreslip n when banks, regard it as 

fbo risky to lend to borrowers and wonld therefore 

charge high interest rates. ^P ublic Work s are under- 

taken by governments as a part of its re covery progr amme. 

a programme which private capital will not undertake. 
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^Another important factor is the conser vation of the 
mineral. resources of the nation. PriyatjT owners would 
Sexglpit coal, iron, petroleum, forests etc only with a 
r A?iew to profits and vithour any consideration of national 
mtirest. Here is a field oif activity where government 
ownership may be urgently necessary. 

,4 There is again the important consideration of 
labour. Apart from securing better condition of work 
and economic security, government must use its power to 
keep-unemployment low. In times of business boom private 
demand is sufficient to ensure $xll employment without 
governmental activity, but it is certain that in normal 
.times private demand will not secure full employment. 

In Britain the government, through its housing policyTTn 

• 

the expansion of programmes of nationalised industries, 
and in schemes for new schools, new health centres and 
new towns, is responsible for more than half of Britain’s 
annual capital investment. Through the Distribution of 
Industry Act the government can help the development 
of ’new industries j through the Borrowing. (Control 
and Guarantees) Act, 1946, it can help re-equip old ones. 

The Bank of EngTauH “Has been nationalised and other 

0 

banks have been brought within the range of govern¬ 
ment direction. The net result is that unemployment 
caused by a fall in private demand may not be a serious 
problem at all. 

In t chat sphere s should state enterprise be allowed ? 

Obviously, production and ownership of armament s 
cannot always be left 'to private enterprise. The issue of 
lecal Jgnder,, money is another such sphere where'prrvate 

is forbidden. Though lands generally 
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speaking, are under private ownership in most countries, 
certain land s such as those covered wi th forests or 
endowed~with mineral resources or possessing valuable 
ppwer si tes may be owned 'by the state in the general 
interest. Soviet Russia, however, is an. extreme case 
where the government has socialized the land and conducts 
agriculture, mining, forestry, manufacturing, power 
generation etc. The Tennessee Valley Authority in U.S.A. 
is a government-owned corporation started dufing the 
Roosevelt Administration to utilize . natural resources 
for the # public good. Itts wcfrk involves a programme of 
flood, forest and soil-eaesion controls, the elimination of 
sub-marginal farms, mid the diversification of industry 
as well as electricity. The pos tal serv ice, again, is 
eminently suited for state enterprise and is generally 
conducted with high efficiency and economy. Govern¬ 
ment enterprise has also extended into the sph eres of 
finance. Banking and insurance are generally private 
enterprises but* government regulation, interference and 
participation have also frequently taken place. In India 
the Industrial Finance Corporation and the Employees' 
State Insurance scheme are cases in point. 

How are we to estimate the true net income from such* 
enterprises ? 


The income from such enterprises may be of two 
kinds i —-First, a public authority may deliberate ly charge 
monopoly prices so that the income is equivalent to a 

m ^ ** -Tcv‘ 

tax and, second, a public? authority may charge a co mpe¬ 
titive price and ear n profits equivalent to the prp.&tAflLft 
p rivate ^bus iness fir m. But a public anthbrity may have 
to incur loans in financing such enterprises/ In that-case. 
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the interest ''and sinking fund charges for the repayment 
of such debts must be deducted from receipts in order to 
calculate the net money interne to the government. Such 
net incomes are an t addition to the total revenues of the 
government in consequence, it enables the government 
to lower the burden of taxation and spend more freely 
on desirable public objects. As Dalton says, ‘'the 
receipt of such income makes marginal taxation less 
desirable and marginal expenditure more desirable than 
would otherwise have been the case.” 

I 

Effects of Public V'wnership 

’’K 

The main justification of public ownership should be 
that it increases the pr oductivi ty of the industries owned 
and managed by the state. The large range of nationalized 
industries has its justification in more effi cient d evelopment 
of natural resources and less wasteful methods of 
production. The argument was confidently presented 
before the British Coal Commission in 1919-«and has been 


the foundation of the policy of the Labour Government 
in Britain in nationalizing coal industry. But the interest 
of the government is much wider than that of private 
enterprise. Hence public ownership may not try to attain 
the efficiency of the private business by lowering cost and 


earning profits. What is improtant is that a public 
enterprise even when working at a, loss may well 
contrib ute to national welfare bv supply ing' c heap water, 
chea pelectricity, cheap transport, cheap po^^ e^^One 
advantag e which the gov ernment possesses over private 
ownership is that it can take a broader view of the country, 
ahead, ma ke bett er prov ision Jor the future, can 
expand or restrict output according to a well-thought 
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out anti-cyclicfJ plan. In fact v coal and transport, civil 
aviation and telecommunications—ail these require large 
amounts of new investment and fqy these an anticyclical 
timing policy would n£ be inappropriate. Private 
ownership would be inadequate for the purpose. 

It must be noted, however, that the price policy of the 
government is an important factor even from the 
standpoint. of productivity. If,. for instance, the cost of 
an improvement is not met by the voluntary price 
principle, the gover&bient has to meet it by general 
taxation. If the costyof road improvements or repairs is 
met wholly by general taxation, there /will be a te 

- «••• . # .w • *'. **' *'*V . '' ** M "*'**ja~ 

to an excessive diversion of economic resources 
other channels into road development. Such a diversion 
may be harmful from the standpoint ‘ of productivity and 
it is therefore necessary to impose a special tax on motor 
vehicles to cover at least partially the cost of road develop- 

r-- .. — - • .* .. .... - 

mentju Ontfle pther hand it may be argued that this 
presumption ignores the important fact that better 
transport facilities may bring many indirect social gains. 

' ’ Let us analyse the effects on distribution. It is true 
that a statPj-pwtifH t»qt^rprisi» unencu mbere d.. ,by„..4$fet 
burdens can distribute its •be nefit s more equ ally among 
members of society than is possible by a privately owned 
enterprise. Hence the larger the proportion of p roperty 
which is owned , by the state , the less unequal is_ 
distribution likely to be. And here also the price policy 
pursued by a public Authority is an important factor in 
distribution. 

/*fho Price Policy of a Public Authority 

- • s 

• % 0 

\tl le price policy pursued by a public authority i s^not 

necessarilyjdentical with that of. private Industry*/' .The 1 
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government may operate a business as a complete 
monopoly and shut out all* private enterprise from that 
fiftld. Here the primary motive of the government is 
mo nopoly profits The opium Monopoly in India/and the 
tobacco monopoly in France are cases in point\Oj( the other 
hand a government may deliberately sell a service at 
below the cost in order to encourage wide use of the 
product with a view to promotion of | general w elf are. { 
But private industry must receive a price™ which will 
cover total cost and provide a Wurn to the sapital 


inve 




yfn fixing an appropriate price policy three al ternative 
principles or various combinations of~these may be 




'""Firstly, t her$ ma Y be the general taxation princip le 
under whicH payment is made from the general tax 
proceeds wiffiouFTny ’ reference to the cost of service 
renderecTto*Individ u al tax payers. This is tlie principle 
followed as regards the cost of free educ ation, poor 
relief etc. 

Secondly, t feere may be the compu lsory__g 2 gL-i>f 
service principle under, which payment may be made 
by pnmpnlsnry charges collected from individuals in 
proportion to the cost of the S ffvices rendered, or sup posed 
to be renderd. to the m. fepSis principle itf foiltad in opera¬ 
tion in the fixation of motor vehicles tax to meet the 
cost of road repairs, in various local rat es for the 
supply of gas, electricity, water etc. 

Thirdly, there may Be voluntary price principle 
under which payment may' be made by voluntary 
purchases by individuals at prices .fixed- by the public 
authority. This principle is found in operation in the post 
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of postal services and publicly operated transport 


Thevoluntary price principle requires 
elucidation. # 

As we have already seen# a private enterpr ise would 
always make it a point to fix prices ap a leve l which 
would cover the coat of p^pdnction and bring a surplu s 
as profits. In the case of a public enterprise this may 
not always be .correct. * 

Normally speaking, a public enterprise because of 


better management ^.*£§ 

should be seff-^ppo,rti ttgf\#fispheres where no r nwftjriern- 
tion of social advantage arises or need^arise, a publ ic 
Authority may charge competitive pr ices to cove r cost. 
T^Eus"timber ‘Rom ’’government forests or surplus stores 
may be disposed of at competitive prices. Where, howevef> 
it is necessary to check the consumption of a particular 
commodity in the social interest, say a lcohol or o pium , 
a'public” autTRjflty maycharge a high price or a m o nopo ly 
price which ’would", therefore, contain an element of tax. 

In important cases considerations of social advantage 
may require that the consumption of a particular 
commodity or service should be encouraged as in hospital 
services, educational .facilities etc. Or when demand 
exceeds supply, government may have to supply subsidized 
foodstuffs, clothings etc through rationing system as in 
war,tim#f 

price that is charged does not cover the cost; 
a loss is incurred and that is made good out of general 
taxation. Here we have a combination of the volun¬ 
tary price principle and the general taxation principle. 
If, however, the Aervice is supplied free, as in thefree 
Use of roads or the free postage supplied*© 
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units in a war front/ the loss is entirely made good by 
general taxation. Here we have only the general taxation 
principle in operation. 

What would be the effect of these alternative methods 
of payment uppn distribution ? 

The allocation of a share of costs of production to 
society in general, by covering deficits of public enter¬ 
prises 'from general tax receipts, jesults in subsidies 
to consumers of the product. If the service w hich is 
supplied at a loss by the government is mainly consumed 
by the poor, the result will be a more equal distribution. 
Similar would be the result if the service supplied at 
a high price is consumed mainly by the rich. 

Under what conditions would state enterprise be 
successful ? 

State enterprise would operate successfully under 
• certaip fovourable circumstances, 
vvlfirstly, public opinio n must demand such enterprise. 

Secondly, \Qefe must be a genuine necessity for state 
ownership to supply a service which cannot be obtained 
i, as effectively from private enterprise. Public utilities, 
for instance, owing to their large business are properly 
suited for state management. 


would enable the public to make ' an intelligent evalua¬ 
tion of their operation. 

^'Fourthly, t he receipts and costs of state enterprise s 
Should be isolated from the General Budget and, be 
in separate Commercial Accounts. Boards of 


^/Fourthly, 
/should be is 



CONDITIONS OF SUCCESSFUL STATE ENTERPRISE 301 

ft 

of the concerns while the policy should be left to the 
executive for parliamentary approval. A procedure must 
be found by which parliament can maintain regular 
and effective contact with the finances of such enter¬ 
prises and yet leave them fj^Yrom day-to-day interference 
by the executive. \ 1 Pffthly > the standard of service 
must be of such a quality as to be acceptable to the 
community. 





